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Consumer and Community Affairs

The consumer and community affairsscope. This organizational structure sup-
function of the Board of Governorsports a program that is both cohesive
focused on activities in two key areasand diverse.

in 1999—providing information to a During 1999, the Board adopted a
variety of audiences, including consum-strategic plan and a revised mission
ers, community groups, financial institu-statement for the community affairs
tions, and the small business commufunction to take account of the signifi-
nity; and improving the process forcant changes occurring in the banking
supervising state member banks foand community development indus-
compliance with federal consumer banktries. With an updated focus, the Fed-
ing and civil rights laws. The Board eral Reserve System is positioned to
also reviewed several large bank holdapply its resources and expertise to
ing company applications; strengthenegrojects promoting community-based
regulatory guidance on disclosures anéconomic development efforts through-
other matters; referred two cases reflecbut the country. In working toward this
ing possible patterns or practices of disebjective, the Reserve Banks hosted
crimination to the U.S. Department of284 conferences, conducted 1,689 out-
Justice; and investigated and respondagach meetings, provided technical as-
to issues raised in consumer complaintsistance on 878 occasions, delivered 280
speeches, and distributed 170,000 cop-
ies of newsletters during 1999. These
activities are featured itCapital Con-
The Federal Reserve promotes the ecamections a newsletter begun in 1999 by
nomic viability of underserved popula-the Board that highlights innovative and
tions and markets through its commudimportant projects undertaken by the
nity affairs program, which provides Reserve Banks.

technical assistance and conducts out- Many of the Division’'s community
reach to advise lenders, communityaffairs efforts during 1999 were under-
developers, and government officialdaken in cooperation with the Reserve
on innovative approaches for fundingBanks. For example, the Board and the
community-based economic developReserve Banks cosponsored a major
ment activities. Capitalizing on their research conference on small-business
access to information on financial interfinancing and development (see box).
mediaries, the Community Affairs Offi- The Federal Reserve assisted the
cers at the twelve Reserve Banks desigd.S. Small Business Administration
programs tailored to the information and(SBA) in its effort to increase awareness
development needs of their Districts.of the venture capital available to entre-
The Board’s Division of Consumer andpreneurs through its small-business
Community Affairs offers a national per- investment company (SBIC) program, a
spective and provides oversight andunding resource that leverages private
guidance, engaging in projects that havenvestment with SBA guarantees. The
broad implications for public policy or Board coordinated the sponsorship of
that present issues industrywide irsix seminars on SBICs by the Reserve

Community Development
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The Business of Small Business Access
to Capital and Credit

The availability of business capital and credit is an essential component of
healthy communities. Research on the relationship between small business and
credit providers can provide information that is critical for dynamic markets.

Alan GreensparChairman Board of Governors

Small business is often referred to as therate more than half the nation’s sales and
“engine of our economy.” Accordingly, the private gross domestic product. More agile
Federal Reserve System has a keen interefian their “big business” counterparts,
in its significance in financial markets. small firms can react quickly to customer
In 1999, the System’s community affairsdemands and market changes. It is fre-
officers demonstrated this interest by partguently because of their size, rather than in
nering with their research colleagues taspite of it, that these small businesses are
sponsor an academic conference on thsuccessful and often lead their industries in
availability of funding resources for small innovation. However, these entrepreneurial
businesses. firms typically lack sufficient business
The two-day conference, “Businessexperience and capital—factors that rep-
Access to Capital and Credit,” was the firstresent credit risk to lenders. This risk,
national research conference of its kind fowhether perceived or real, has been cited as
the Federal Reserve System. It provided ¢he reason small businesses, particularly
forum for economists, scholars, and advothose owned by minorities or located in
cates to present research findings, anbbw-income neighborhoods, have histori-
it served as a foundation for continuedcally found it difficult to obtain the funding
research and discussion. Topics addresseftal to their operation and growth.
included lending relationships, access to
credit for minority-owned businesses,
microenterprise lending, and credit scor-Small Business and
ing. The conference drew nearly 400 lend-Community Development

ers, community developers, researchers, . )
and government officials. In the course of their outreach and techni-

cal assistance activities, the System’s com-
munity affairs officers have over the years
gathered anecdotal evidence of the credit
gap that small enterprises continually
Small businesses provide jobs to more thastruggle with. The lack of access to capital
half the private-sector workforce and gen-s viewed as particularly detrimental to the

Small Business as an Economic Force

Banks of New York, Atlanta, Chicago, U.S. Department of the Treasury that
Kansas City, Dallas, and San Francisceeeks to stimulate business-to-business
for a target audience of bankers, invesrelationships, with larger companies
tors, and small-business developers. mentoring small firms. Among other

The Board also played a role in thethings, the Board assisted in the devel-
BusinessLINC Initiative, an interagencyopment of a national conference promot-
project headed by the SBA and theng BusinessLINC.
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revitalization of low-income areas, givenThe Research
that these communities rely heavily on
small firms for the economic stability and
services that are critical to initiating and
sustaining redevelopment. Without suffi-
cient funding, these firms have difficulty
remaining in business.

The conference focused on six topics:

e CRA data on small-business lendirg
The flow of credit to small businesses in
low- and moderate-income communities,
and ways to finance the operation of
small farms

e Access to credit for minority-owned
businesses-Differences in credit exten-
sions to businesses owned by African
Americans

e The small business—small lender rela-
tionship—The effect of banking consoli-
dation and bank size on the relationship
between business owners and lenders

e Microenterprise lending-Increasing the
probability of repayment of micro-loans,

Edward M. GramlichMember and the efficacy of such programs in

Board of Governors promoting self-sufficiency, providing
training, and predicting success

e Credit scoring and securitization of
In 1998, Board and Reserve Bank com- small-business loanrsThe effect of

munity affairs and research officers con- credit scoring and securitization of small
cluded that a research conference would business loans on the availability of
foster better understanding of small busi- credit to small businesses in general
ness lending and credit issues and would and in low- and moderate-income
encourage ongoing research and discus- communities.

sion. Scholars, practitioners, and policy- Conference proceedings are available at

makers nationwide responded to the calvww.federalreserve.gov/community.htm.

for papers. Seventeen studies identified

as the most germane to the conference’s The success of the conference gave evi-

objectives provided the framework for thedence of a desire for continued research

conference, which was held in Arlington,on community economic development

Virginia, on March 8-9, 1999. Remarksissues. System community affairs officers

by Federal Reserve Board Chairman Alarand their research colleagues are now col-

Greenspan and Governor Edward Grambaborating on a second conference, to be

lich reinforced the importance of under-held in spring 2001. This one will focus on

standing the challenges and opportunitiethe effect of changing financial markets on
involved in funding small businesses. community development.

Small-business owners must contend
with lenders with varying underwriting
standards, varying appetites for risk,
and varying expected rates or return for
loans they may approve. The vagaries
of local economies may also influence
the likelihood that a small firm gets
approved for credit.

To support a presidential initiative ontralized, Internet-based database of
microenterprise development, the Boardesources available to these businesses.
helped compile and disseminate infor- In 1999 the Federal Reserve System
mation on existing federal programsdedicated resources to several national
that provide funding and technical sup-home ownership initiatives. One was
port to very small firms. It also helpedan interagency effort to increase home
design and develop content for a cenewnership in rural America; the commu-
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nity affairs function supported the Ruralsponsored conferences on new commu-
Home Loan Partnership by promotingnity development funding strategies
the availability of a new financing vehi- and resources. The Federal Reserve
cle offered by the U.S. Department ofBank of New York sponsored a three-
Agriculture, the Federal Home Loanpart series on innovative financing
Bank System, and the Rural Localmechanisms for preserving low- and
Initiatives Support Corporation. Themoderate-income communities. The
Reserve Banks of Boston, Richmondseries, which targeted community devel-
St. Louis, and San Francisco convenedpers and investors, included sem-
bankers and community developers innars on real estate investment trusts,
their Districts to discuss the programventure capital, and the securitiza-
and the availability of mortgage guarantion of community development loans.
tees. The community affairs functionThe San Francisco Reserve Bank also
also provided leadership and technicahosted a conference on the securitiza-
expertise in connection with the One-ion of small-business and commu-
Stop Mortgage Initiative, a project initi- nity development loans. Securitization
ated by the White House to create homeould lead to the creation of a sec-
ownership opportunities among Nativeondary market for these loans, which
Americans residing in Indian country. Awould, in turn, expand creditors’ lend-
work group for this initiative—made up ing capacity.
of representatives of numerous other The Community Affairs Offices also
government agencies and the Minneapastressed the mutual benefits that can be
lis, Kansas City, and San Franciscachieved through creative partnerships
Reserve Banks—identified specificamong community stakeholders. The
actions needed to improve financialFederal Reserve Bank of Boston spon-
literacy and homebuyer preparatiorsored a conference highlighting the spe-
among the target market, critical ele-cial resources that local universities can
ments in ensuring the success of anprovide and the leadership and funding
affordable housing program. roles they can play in community devel-
The Board and the Federal Reservepment collaborations. The New York
Bank of Richmond worked to promoteReserve Bank spearheaded efforts to
economic development in the District ofpromote school-to-work programs and
Columbia through a partnership amongther work-training initiatives for low-
community groups, government agenincome youth as qualified community
cies, financial institutions, and corporateeinvestment activities for financial
businesses. Key representatives of thesestitutions.
groups addressed issues that hamperTo give the public ready access to
growth, and proposed remedial actionsommunity development information,
at meetings convened by the Federahe Federal Reserve launched two web-
Reserve. Expertise in structuring andased databases in 1999. The Federal
facilitating this partnership was pro-Reserve Bank of Kansas City unveiled
vided by the Cleveland Reserve Bank]lst Source, an interactive database of
which offered recommendations on thegovernment funding and other commu-
basis of its experiences with a similamity development support programs
initiative. available through federal agencies.
In addition to participating directly in The Chicago Reserve Bank posted the
such collaborative efforts, the FederalConsumer and Economic Development
Reserve’s Community Affairs Offices Research and Information Center, a one-
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stop site for research and information orsumer privacy protections. In June, the
upcoming events related to communitygroup reviewed the growing number of
development. privacy initiatives and expressed gen-
eral support for a uniform approach to
privacy to avoid proliferation of rules by
state courts and regulators.
The Board’'s Consumer Advisory Coun- Electronic disclosures were a key
cil convened in March, June, and Octotopic at the June and October meet-
ber 1999 to advise the Board on matterings. Council members discussed pro-
concerning laws that the Board adminisposed rules for providing electronic
ters and on other issues related to cordisclosures under five of the Board's
sumer financial services. The counci'sconsumer  protection  regulations:
thirty members come from consumemB (Equal Credit Opportunity), E (Elec-
and community organizations, the finantronic Fund Transfers), M (Con-
cial services industry, academic institusumer Leasing), Z (Truth in Lending),
tions, and state agencies. Council meetnd DD (Truth in Savings). Although
ings are open to the public. members had differing views on sug-
During the year, the council focusedgested changes to the content and for-
on numerous issues, including the Commat of the proposed disclosure forms,
munity Reinvestment Act (CRA), finan-they supported adding more consumer
cial privacy, electronic disclosures, andprotections to the proposals, at least
subprime lending. Council members’initially.
diverse views provided valuable insight In October, the council discussed pro-
on consumer issues. Highlights of a fewposed changes to Regulation B concern-
of the discussion topics follow. ing the removal of the general prohibi-
The CRA was a major topic at thetion against noting information about an
March and June meetings. Issues dispplicant’s race, color, religion, national
cussed included the banking agenciesrigin, and sex in transactions for non-
collection and use of data related tamortgage credit. Members generally
small-business lending, the limitationsfavored the removal of the prohibition,
of these data, and the feasibility ofbut opinions differed on whether data
conducting a comprehensive study otollection should be voluntary (as pro-
small-business lending. Also discussegosed) or mandatory.
were lending agreements between finan- In October, the council also addressed
cial institutions and community groupssubprime lending—the extension of
and the ways these agreements facilitatsnonconforming” loans to borrowers
successful partnerships. who may not qualify for conventional
Privacy issues were another topic atates. Although subprime lending in
the March and June meetings. In Marchmany instances meets the credit needs
council members provided views onof individuals who have impaired credit
appropriate privacy protections for con-histories, some borrowers are subject
sumers and discussed the use of eithén predatory, or abusive, practices by
mandatory directives or voluntary prin-lenders. Council members emphasized
ciples to address privacy concernsthe need to strengthen education, par-
Although they held differing views on ticularly for the most vulnerable popu-
whether mandatory or voluntary privacylation of borrowers, so that they do not
protections would work best, councilbecome victims of abusive lending
members agreed on the need for corpractices.

Consumer Advisory Council
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Fair Lending minority and nonminority applicants; it

then subjects the banks’ records to a
In 1999 the Board implemented newsupplemental analysis that is based on
risk-based procedures for examinationadditional information from a sample of
to ensure compliance with the federathe banks’ loan files. In 1999, the Board
fair lending laws and regulations. Thesdssued updated guidance to examiners
procedures were also adopted by othewn the use of the regression program in
member agencies of the Federal Finarconjunction with the new fair lending
cial Institutions Examination Council. examination procedures. The Board also
The new examination procedures aréosted a conference at which Reserve
intended to facilitate more sophisticatedBanks discussed their program-related
analysis than was previously reflecteegxperiences. A number of program im-
in agency procedures and to give examprovements were adopted, including
iners the flexibility to tailor the fair lend- several that will help in the identifica-
ing focus of an examination to the insti-tion of banks that merit more intensive
tution being reviewed. review.

To educate examiners about the new In accordance with the Equal Credit
procedures, the Federal Reserve carrigdpportunity Act, the Board refers viola-
out an extensive training program. Intions of Regulation B that it has reason
1999, a comprehensive two-week coursto believe constitute a “pattern or prac-
for less-experienced examiners was cortice” of discrimination to the U.S.
ducted on four occasions and an intenbepartment of Justice. During 1999 the
sive one-week course for experience@oard reviewed nineteen potential refer-
examiners was conducted on six occarals, including four carried over from
sions. The two-week course will bel1998. All had been detected during
offered on each ongoing basis thredkeserve Bank compliance examinations.
times a year. Of the nineteen cases, fourteen involved

Training in the fair lending examina- possible discrimination in underwriting
tion procedures was also offered outand the remaining five involved poten-
side the Federal Reserve System. Thial discrimination in pricing, including
Reserve Banks developed and presenté¢kree instances of possible violations in
outreach programs to bankers during theetting prices of “indirect,” or brokered,
first half of 1999. And at the requestloans.
of bank trade associations, federal and The Board referred two of the nine-
state banking and law enforcementeen cases to the Justice Department,
agencies, and other interested partieand three matters were still under review
the Board gave fifteen presentations oat year’'s end. One of the two referred
the new procedures in ten cities duringases involved discrimination on the
the year. prohibited basis of marital status; the

Since 1994, the Federal Reserve hasank combined the incomes of married
used a two-stage statistical regressiojoint applicants for purposes of evaluat-
program in its assessment of fair lendingng the applications, but did not do so
compliance by large-volume mortgagefor unmarried joint applicants. The sec-
lenders. The program identifies—on theond referral involved allegations that
basis of an initial analysis of reportedfemale and minority applicants had been
HMDA (Home Mortgage Disclosure charged higher rates on direct and indi-
Act) data—banks that show significantrect loans than had white and male
disparities in rates of loan denial forapplicants and that bank personnel had



Consumer and Community Affaird01

full knowledge of the discriminatory emphasis on those reflecting the highest
pricing. risk. The program also has outreach and
During 1999, certain lending prac-monitoring components.

tices described as abusive, or “preda- Both the risk-focused compliance ex-
tory,” came under increasing criticism amination procedures and the fair lend-
by private and government organizaing examination procedures, described
tions and by the media. Predatory lendin the preceding section, rely heavily on
ing generally targets—for high-costexaminer judgment about the appropri-
mortgage loans—financially unsophisti-ate level of review and supervision for a
cated elderly, minority, and lower- particular bank. To determine the extent
income homeowners who have substaref implementation of these procedures
tial equity in their property and possibly Systemwide, and to identify best prac-
have experienced some credit imperfedices for implementing the risk-focused
tions. The practices may involve fairprogram, teams of Reserve Bank and
lending violations as well as violationsBoard staff members in 1999 conducted
of the Truth in Lending Act, the Real a review of each Reserve Bank. The
Estate Settlement Procedures Act, anfindings helped in refining the examina-
state and federal laws prohibiting fraudiion procedures and the overall risk-
and deceptive practices. In Octobefocused supervision process.
1999 the Federal Reserve and represen-
tatives of nine federal agencies estabs .
lished a working group to define pract-)-rhe Gramm-Leach-Bliley Act
tices that constitute predatory lendingOn November 12, 1999, President
and to propose steps that the agencid€slinton signed the Gramm-Leach—
could take to address the practices. Bliley Act into law. Two areas covered
by the act—CRA examinations and
. the creation of “financial holding
Risk-Focused . AP

: A companies”—have implications for
Compliance Examinations both the Board's compliance examina-
In January 1999 the Board implementedion function and its applications pro-
a risk-focused supervision program thatessing function. Among other things,
represents a fundamental change in thihe act extends the length of time
way the Federal Reserve System corbetween CRA examinations for finan-
ducts examinations for compliance withcial institutions that have assets of not
the consumer banking laws and regulamore than $250 million and a CRA
tions. The program tailors the examinarating of “satisfactory” or “outstand-
tion to the individual bank under review.ing.” With few exceptions, banks rated
To focus examination resources on theatisfactory for CRA performance are to
areas of greatest risk to banks and thelse examined no more than once every
customers, the program requires an inforty-eight months and banks rated out-
depth preliminary review of such thingsstanding, no more than once every sixty
as the bank’s compliance history, newmonths. Previously, state member banks
products, and management changesated satisfactory or outstanding for
Using the results of this review, theCRA and with satisfactory compliance
examining Reserve Bank identifies theatings were examined once every
areas of highest risk and develops atwenty-four or thirty-six months.
examination plan that covers all con- The act also repeals those provisions
sumer compliance areas, with speciabf the Glass—Steagall Act of 1933 and
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the Bank Holding Company Act of 1956 sumers about the institution’s privacy
that restricted the affiliation of bank policies and must give consumers a
holding companies with securities firmsmeans of “opting out” of disclosures to
and insurance companies. The legislanonaffiliated third parties. The Board
tion creates “financial holding compa-is working with the other agencies to
nies,” which may conduct a broad rangedevelop substantially similar regulations
of financial activities, including insur- implementing these privacy require-
ance and securities underwriting, andnents. The agencies are also working
merchant banking. It also bars a bankogether to develop regulations imple-
holding company from becoming amenting the act’s “sunshine” provisions
financial holding company if any of its applicable to CRA-related agreements
depository subsidiaries received a ratingpetween insured depository institutions
lower than satisfactory at its most recenor their affiliates and nongovernmental
CRA examination, and bars an existingentities or persons. The act requires that
financial holding company from taking the agencies draft rules for disclosing
on additional powers or making acqui-the agreements and rules requiring the
sitions if the CRA rating of one of parties to the agreements to report on
its depository subsidiaries falls belowthem annually.
satisfactory.

In addition, the act requires the fed- -
eral banking agencies to issue customeF—:onsur’ner Policies
protection regulations governing the sal&hrough its consumer policies pro-
and marketing of insurance products byram, the Board conducts research and
depository institutions. These regula-explores ways other than by regulation
tions are to prohibit depository institu-to protect consumers in the area of retalil
tions from engaging in coercive saledinancial services. In 1999 the Board
practices, such as conditioning theworked with other agencies, as well as
extension of credit on the purchase of awith public- and private-sector organi-
insurance product from the institution orzations, to develop consumer-related
one of its affiliates. They are also toeducational materials.
ensure that consumers are given disclo- Two significant interagency educa-
sures clarifying that insurance productgion efforts involved electronic bank
sold by a depository institution involve accounts and mortgage shopping. New
an investment risk and are not insuredact sheets for low- and moderate-
by the Federal Deposit Insurance Corpoincome households on managing elec-
ration. In addition, the act requires thetronic bank accounts (scheduled for pub-
federal banking agencies to establish hcation in March 2000) were developed
mechanism for addressing consumeto complement the U.S. Department of
complaints that allege violations of thethe Treasury’s initiatives to provide gov-
regulations. ernment payments electronically. Also,

Privacy issues are also part of theéhe consumer brochurdeooking for the
act’'s provisions. For example, the acBest Mortgage: Shop, Compare, Negoti-
requires the federal regulatory agencieate, developd by an interagency fair
to establish standards for the securityending task force, was released. By the
confidentiality, and integrity of customerend of 1999, more than 380,000 copies
records and information, including pro-of the brochure, which identifies key
tection against unauthorized accessonsiderations for persons shopping for
Financial institutions must notify con- a mortgage, had been distributed; infor-
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mation from the brochure is alsotime the Board has imposed a monetary
available on the Board’s public webpenalty for flood insurance violations.
site.

Working with a broad-based coali-
tion of agencies and organizations fronﬁegmatory Matters
the private and public sectors, theThe Board has responsibility for imple-
Board also continued its initiative onmenting a wide range of federal laws
vehicle leasing education. Materialsconcerning consumer financial services
developed by the leasing education tearand fair lending. In August 1999, the
include a comprehensive computerBoard took the following actions:
based program entitleleys to Vehicle
Leasing—A Consumer Resoureghich < Published proposed rules and official
is scheduled for release in early 2000, staff commentary as part of a com-
and a Spanish-language version of the prehensive review of Regulation B
brochure Keys to Vehicle Leasing—A (Equal Credit Opportunity). The

Consumer GuideDuring 1999, the Fed-
eral Reserve distributed more than
800,000 copies of the brochure and
received approximately 190,000 visits
to the Board’s public web site.
Electronic banking and leasing were
also the topics of research projects.
Using data from the University of
Michigan Survey Research Center's
monthly Surveys of Consumers, for

example, the Board analyzed consum-

ers’ credit shopping practices, leasing

experiences, and attitudes toward the

use of electronic banking services.

Board proposed removing the general
prohibition against creditors’ noting
characteristics such as the race, sex,
and national origin of applicants for
nonmortgage credit; requiring credi-
tors to retain certain records in
connection with preapproved credit
solicitations; and expanding the
record-retention period for most busi-
ness credit applications from twelve
to twenty-five months. The Board is
reviewing more than 700 letters from
members of Congress, local gov-
ernments, community organizations,

Results of the research were shared with businesses, and consumers in response
other agencies and the public through to the proposal.

meetings, conferences, and

articles.

Civil Money Penalty for
Flood Insurance Violations

journad Issued revised proposals to permit

the electronic delivery of federally
mandated disclosures under five con-
sumer protection regulations: Reg-
ulations B, E (Electronic Fund
Transfers), M (Consumer Leasing),

In June 1999 the Board assessed a civil Z (Truth in Lending), and DD (Truth
money penalty against a state member in Savings). The Board had received

bank for flood insurance violations.
Without admitting to any of the allega-

tions, the bank consented to the Board’s

order in connection with an alleged
pattern or practice of violations of the
Board’s regulations implementing the
National Flood Insurance Act. The order
required the bank to pay a civil money
penalty of $10,000. This was the first

and considered more than 200 letters
responding to earlier proposals issued
in 1998. The revised proposals gener-
ally allow delivery of disclosures by

electronic mail or other means, such
as posting them on a web site, if the
consumer consents. They also specify
what information must be given to

consumers before they consent; this
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information would be provided on ae¢ Increased to $30 million the exemp-
standardized form. The Board has tion threshold for depository institu-
received letters from more than tions required to report data under the
100 commenters and also obtained the Home Mortgage Disclosure Act.
views of individual consumers by
::onductmg fpcus group interviews. Testimony and Legislative
e Issued an interim rule for depos'tRecommendations
accounts that allows institutions to
deliver Regulation DD disclosuresin March 1999 the Board testified before
for periodic statements electronicallythe Senate Committee on Banking,
if the consumer agrees. The RegulaHousing, and Urban Affairs on con-
tion DD rule is consistent with an sumer protection issues raised by the
interim rule issued in 1998 underconference report on H.R. 3150, the
Regulation E, and makes it possibleBankruptcy Reform Act of 1998. The
for institutions to deliver deposit Board's testimony centered on proposed
account statements electronicallyegislation in two areas—amendments
under a single set of procedures. to the Truth in Lending Act and require-
ments that the Board conduct three
In addition, the Board took the fol- consumer-related studies. In general, the
lowing regulatory actions during theproposed TILA amendments involved
year: new disclosures describing the effect
of making only minimum payments on
* Revised the official staff commentaryopen-end credit plans. The proposed
to Regulation Z to give guidance onstudies concerned the adequacy of
the rules prohibiting the issuance ofexisting disclosures and protections for
unsolicited credit cards; calculatingdebit cards that can be used without
payment schedules for loans involv-personal identification numbers; certain
ing mortgage insurance; and discloshome-secured loans for which the total
ing credit sale transactions for whichamount of the credit extended exceeds
the down payment includes cash andhe fair market value of the dwell-
property used as a trade-in ing; and specific consumer borrowing
« Adopted revisions to the official staff practices.
commentary to Regulation M to pro- In July the Board testified on con-
vide guidance on disclosures for leassumer financial privacy before the Sub-
renegotiations and extensions, officiatommittee on Financial Institutions and
fees and taxes, multiple-item leasesConsumer Credit of the House Commit-
and advertisements tee on Banking and Financial Services.
* Proposed revisions to the officialThe Board’s testimony focused on pro-
staff commentary to Regulation Z toposed legislation to place additional
clarify that those cash advances comlimitations on financial institutions’ dis-
monly called “payday loans” are closure of customer information and
credit transactions covered by thestressed the need for Congress to bal-
regulation ance personal privacy concerns with
« Adjusted the dollar amount that trig-economic efficiency. In addition, the
gers additional disclosure requiretestimony emphasized the need for
ments for certain mortgage loansconsistency across markets to ensure
under the Home Ownership andthat any limitations imposed on one
Equity Protection Act of 1994 industry, such as financial services, do
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not place that industry at a competitivefrom about 150 million a month in 1998
disadvantage. to 202.3 million a month in 1999, and
the number of POS terminals rose
38 percent, to 2.35 million.
Economic Effects of the The incremental costs associated
Electronic Fund Transfer Act with the EFTA are difficult to quantify
because no one knows how industry
As required by statute, the Board monipractices would have evolved in the
tors the effects of the Electronic Fundabsence of statutory requirements. The
Transfer Act (EFTA) on the compliancebenefits of the EFTA are also difficult to
costs and consumer benefits related tmeasure, as they cannot be isolated from
electronic fund transfer (EFT) servicesconsumer protections that would have
The economic effects of the EFTA likely been provided in the absence of regula-
continued to increase in 1999 because dfon. The available evidence suggests no
the continued growth of EFT services. serious consumer problems with EFT at
Results of consumer surveys indicat@resent. (See “Agency Reports on Com-
that during this decade the proportiompliance with Consumer Regulations.”)
of U.S. households using EFT services
grew at an annual rate of about 2 per-
cent. Approximately 85 percent ofC
households have one or more EFT fea-
tures on their accounts at financial instiThe Federal Reserve System’s compli-
tutions. Automated teller machinesance activities in 1999  included con-
(ATMs) remain the most widely used qucting and overseeing examinations of

EFT SeI’Vice. Dur'ing 1999, the numberstate member bankS, training System
of ATM transactions decreased somegompliance examiners, and participat-

what, to about 907 million a month froming in the compliance activities of the
930 million a month in 1998, probably Federal Financial Institutions Examina-
in part because of higher average ATMjon Council (FFIEC). As noted in ear-
fees. Over the same period, the numbefer sections, the System also worked
of installed ATMs rose more thanig develop and implement new risk-

20 percent, to 227,000. Direct deposit i§ocused examination procedures.
another widely used EFT service: More

than half of U.S. households have funds

deposited directly into their accounts.Compliance Examinations

Use of the service is particularly com-

mon in the public sector, accounting forSince 1977 the Federal Reserve Sys-
76 percent of social security paymentéem’s compliance examination program
and 91 percent of federal salary andas ensured that state member banks
retirement payments. About one-third ofand foreign banking organizations sub-
U.S. households have debit cards, whicfect to Federal Reserve examination
consumers use at merchant terminalsomply with federal laws protecting
to debit their transaction accountsconsumers in the provision of financial
Although these point-of-sale (POS) sysservices. During the 1999 reporting
tems still account for a fairly small shareperiod (July 1, 1998, through June 30,
of electronic transactions, their use con1999), the Federal Reserve conducted
tinued to grow rapidly in 1999. The 487 examinations for compliance with
number of POS transactions rose a thirdgonsumer protection laws: 344 examina-

ompliance Activities
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tions of state member banks and 143 aftandards, and report forms. In 1999 the

foreign banking organizatioris. member agencies continued working to
improve coordination of consumer com-
Examiner Training pliance and CRA examination activities.

) ) Actions to promote uniformity among
Examiners well versed in the consumegne federal supervisors of financial insti-
protection laws, fair lending laws, andyytions included issuing new interagency
the Community ~Reinvestment Actfair |ending examination procedures:
(QRA) are essential to the Board's COMumending Interagency Questions and
pliance program. Therefore, the type ant\nswers for the CRA; revising the
timeliness of training opportunities aré|nteragency Questions and Answers on
important. New Reserve Bank examinthe policy Guide on Administrative
ers attend a two-week basic complianc&nforcement of the Truth in Lending
course; and Qxaminers v_vith six to twelveact: and approving interagency exami-
months of field experience attend &yation procedures for the Fair Credit
two-week advanced course, a two-weeleporting Act. The FFIEC is currently
course in techniques for fair |e”d'”9developing interagency examination
examinations, and a one-week course iBrocedures for the Homeowners Pro-
CRA examination techniques. Duringiection Act of 1998, which requires
the 1999 reporting period, eleven sesgat lenders or servicers provide infor-
sions attended by a total of 197 indi-mation on private mortgage insurance

viduals were held—two sessions of theyn |pans secured by the consumer’s pri-
basic compliance course, two of themary residence.

advanced compliance course, four in fair
lending examination techniques, an

d .
three in CRA examination techniques. Agency Reports on Compliance

with Consumer Regulations

Participation in FFIEC Activites ~ The Board is required to report annu-
ally on compliance with Regulation B

Through the cooperation of its five yhich implements the Equal Credit
member agencies—the Federal Reservgpportunity Act, ECOA); Regulation E
Board, the Office of the Comptroller (gjectronic Fund Transfer Act, EFTA);
of the Currency (OCC), the FederalRegylation M (Consumer Leasing Act,
Deposit Insurance Corporation (FDIC),c| A); Regulation Z (Truth in Lending
the Office of Thrift Supervision (OTS), act, TILA): Regulation CC (Expedited
and the National Credit Union Adminis- Fyngs Availability Act, EFTA); Regula-
tration (NCUA)—the Federal Financial tjon DD (Truth in Savings Act, TISA);
Institutions Examination Council devel-3ng Regulation AA (Unfair or Decep-
ops uniform examination principles, tive Acts or Practices Act). The Board
- assembles compliance data from the
1. The foreign banking organizations examinedReserve Banks and also collects data

by the Federal Reserve are organizations operatifgom the FEFIEC agencies and from other
under section 25 or 25(a) of the Federal Reserv,

Act (Edge Act and agreement corporations) an(federal supervisory agencies.
state-chartered commercial lending companies———

owned or controlled by foreign banks. These insti- 2. The agencies use different methods to com-
tutions are not subject to the Community Reinvestpile compliance data. Accordingly, the data—
ment Act, and typically, compared with state mem-which are presented here in terms of percentages
ber banks, they engage in relatively few activitiesof financial institutions supervised or examined—
that are covered by consumer protection laws.  support only general conclusions.
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A summary of the reported compli-¢ Refrain from requesting the race,
ance data for the 1999 reporting period color, religion, national origin, or
(July 1, 1998, through June 30, 1999) sex of an applicant in transactions
follows. In general, the overall level of not covered by the data collection
compliance in 1999 was similar to that requirements.
in 1998. As in past years, the level of
compliance varied considerably fromThe OTS issued three formal enforce-
regulation to regulation. ment actions that contained provisions

relating to Regulation B.
The Federal Trade Commission
Regulation B (FTC) obtained consent decrees against
(Equal Credit Opportunity) two vehicle finance companies for
violations of the ECOA. The violations
The FFIEC agencies reported thafncluded, among others, providing inad-
78 percent of the institutions examinetequate notices of adverse action to loan
during the 1999 reporting period weregpplicants and discriminating against
in compliance with Regulation B, com- gpplicants on the basis of sex, marital
pared with 79 percent for the 1998status, or the fact that an applicant’s
reporting period. Of the institutions notincome derived from public assistance
in compliance, 68 percent had one tGources. Under the consent decrees, the

five violations. The most frequent viola-defendants agreed to civil money pen-
tions involved the failure to take one Orglties and to the entry of a permanent

more of the following actions: injunction.

The FTC also continued litigation
« Provide a written notice of credit against a mortgage lender for violations
denial or other adverse action containef the ECOA. The allegations included,
ing a statement of the action takenamong others, failing to take written
the name and address of the creditor, applications for mortgage loans, failing
notice of rights under Regulation B,to collect monitoring information on
and the name and address of the fednortgage loan applicants, and providing
eral agency that enforces complianceinadequate notices of adverse action to
e Collect information for monitoring loan applicants. The FTC is seeking
purposes about the race or nationativii money penalties and injunctive
origin, sex, marital status, and age ofelief in connection with the case.
applicants seeking credit primarily for The FTC is continuing its work with
the purchase or refinancing of a prin-other government agencies and with
cipal residence creditor and consumer organizations to
* Notify the credit applicant of the increase awareness of and compliance
action taken within the time frameswith the ECOA.
specified in the regulation The other agencies that enforce the
e Provide a statement of reasons foECOA—the Farm Credit Administra-
credit denial or other adverse actiortion (FCA), the Department of Trans-
that is specific and indicates the prinportation (DOT), the Securities and
cipal reasons for the credit denial orExchange Commission (SEC), the Small
other adverse action Business Administration, and the Grain
e Take a written credit application for Inspection, Packers and Stockyards
the purchase or refinancing of a prin-Administration of the Department of
cipal residence Agriculture—reported substantial com-
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pliance among the entities they superRegulation M
vise. The FCAs examination and(Consumer Leasing)
enforcement activities revealed certain )
violations of the ECOA, most of them The FFIEC agencies reported substan-
due to creditors’ failure to collect infor- tial compliance with Regulation M for
mation for monitoring purposes andthe 1999 reporting period. As in 1998,
to comply with rules regarding adversgmore than 99 percent of the institu-
action notices: however, no formaltions examined were in compliance.
actions were initiated. The few violations noted involved
failure to adhere to specific disclosure
requirements.
The FTC issued one consent decree
Regulation E against a vehicle manufacturer and one
(Electronic Fund Transfers) consent decree against two related vehi-

cle dealerships and their owner. These

The FFIEC agencies reported thajecrees, which provided for civil penal-
approximately 95 percent of the institU~jes and other relief for allegedly decep-

tions examined during the 1999 reportyiye |ease or credit advertising, involved
ing period were in compliance With e faijyre to disclose important lease
Regulation E, compared with 96 per-o. credit terms clearly and conspicu-
cent for the 1998 reporting period. gy " in violation of the CLA or the
Financial institutions most frequently 1y A" The FCA reported that it identi-
failed to comply with the following fieq no violations of the CLA during
requirements: its examinations.

* Investigate an alleged error promptly
after receiving a notice of error Regulation Z
+ Determine whether an error was actu¢Truth in Lending)
ally made, and transmit the results of
the investigation and determination toThe FFIEC agencies reported that
the consumer within ten business dayg4 percent of the institutions examined
» Provide customers with a periodicduring the 1999 reporting period were in
statement of all required informationcompliance with Regulation Z, the same
at least quarterly (or monthly, if anpercentage as in 1998. The Board and
electronic funds transfer occurred). the FDIC reported an increase in com-
pliance, the OTS and the NCUA re-
The OTS issued two formal emcorce_portedadecrease, and the OCC reported

ment actions that contained provision%n unchanged Iev_eld(_)f cor;plri]ance]; Trr]‘e
relating to Regulation E. FIEC agencies indicated that of the

The FTC issued a brochure, “Guideinstitutions. not in compliance, 63 per-
to Online Payments,” that gives con-cent were in the lowest-frequency cate-
gory (one to five violations), compared
of online payment systems and securiy/th 62 percent in 1998. The violations
features. The SEC reported that no vio®f Regulation Z most often observed
lations of Regulation E were detectedVere failure to take these actions:
in examinations of registered broker—
dealers conducted by self-regulatory
organizations.

Accurately disclose the finance
charge, payment schedule, annual per-
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centage rate, security interest in collat- In response to concerns about home

eral, and amount financed equity fraud, the FTC issued “Need a
e Accurately itemize the amountLoan? Think Twice about Using Your
financed upon request Home as Collateral,” a consumer publi-

e Provide disclosures within threecation that provides information to con-
business days of application forsumers considering home equity loans.
RESPA-related residential mortgagdn addition, the FTC continued to par-
applications ticipate in interagency efforts to educate

e Redisclose the annual percentageonsumers.
rate when a change occurred before The DOT continued to prosecute a

consummation or settlement cease-and-desist consent order issued in
e Withhold loan funds until the end of 1993 against a travel agency and a char-
the rescission period ter operator. The complaint alleged that

e Ensure that disclosures reflect thahe two organizations violated Regula-
terms of the legal obligation betweention Z by routinely failing to send credit
the parties. statements for refund requests to credit

card issuers within seven days of receiv-

The OTS issued three formal enforceing fully documented credit refund

ment actions subject to provisions ofrequests from customers. The DOT is

Regulation Z. Altogether, a total of currently in negotiations to settle this

342 institutions supervised by the Fediitigation.

eral Reserve, the FDIC, or the OTS were

required, under the Interagency EnforceRegu|ation AA

ment Policy on Regulation Z, to refund(Unfair or Deceptive

$2.1 million to consumers in 1999 Acts or Practices)

because of improper disclosures. _ _
The FTC obtained consent judgmentd he three bank regulators with responsi-

against seven subprime lenders and theility for enforcing Regulation AA's

owners for alleged violations of theCredit Practices Rule—the Federal

Home Ownership and Equity ProtectionReserve, the OCC, and the FDIC—

Act and the TILA. That agency alsoreported that 98 percent of the institu-

issued a final decision and order againdtons examined during the 1999 report-

a nationwide mortgage company for vioing period were in compliance. The

lating the TILA. This judgment involved most frequent violation was failure to

allegedly deceptive cost information anderovide a clear, conspicuous disclosure

practices. In addition, the FTC contin-regarding a cosigner’s liability for a

ued to litigate a complaint it had filed in debt. No formal enforcement actions for

federal district court in 1998. The com-Violations of the regulation were issued
plaint charged a mortgage lender in th&luring the period.

Washington, D.C., area and its owner

with violating the TILA in connection Regulation CC

with alleged deceptive and unfair prac{Availability of Funds

tices in home mortgage lending. As preand Collection of Checks)

viously discussed under Regulation M .

the FTC also issued a consent decre%he FFIEC .agencies repor.ted that

against two vehicle dealerships and theif L Percent of institutions examined dur-

owner for violation of the CLA and the N9 the 1999 reporting period were in
TILA. compliance with Regulation CC, com-
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pared with 89 percent for the 1998Community Reinvestment Act

reporting period. Of the institutions not
in compliance, 66 percent had one to-rm;ilt:edRZriﬁlveRsetﬁeﬂrﬁ :CS,[S(eCSSi? tg?focr?m'
five violations. Institutions most fre- y P

quently failed to comply with the fol- [BTE % S8E TAMIE IR LU
lowing requirements: addition, the Board considers CRA rat-
. ings (as well as other factors) when act-
* Follow special procedures for large-ing on applications from state member
dollar deposits o banks and bank holding companies for
* Provide immediate availability of nergers, acquisitions, and certain other
amounts up to $100, for deposits Nokctions. The Federal Reserve has a
subject to next-day availability three-faceted program for fostering bet-
* Make funds from certain checks, bothygr pank performance under the CRA.

drawal within the times prescribed by

the regulation e Examining institutions to assess com-

* Provide exception notices about funds pliance with the CRA
availability, including all required « Disseminating information on com-
information. munity development techniques to
bankers and the public through Com-
The OTS issued two formal enforce- munity Affairs Offices at the Reserve

ment actions that contained provisions Banks _
relating to Regulation CC. e Performing CRA analyses in connec-

tion with applications from banks and
bank holding companies.

Regulation DD During the 1999 reporting period, the
(Truth in Savings) Federal Reserve conducted 338 CRA

. xaminations. Of the banks examined,
The FFIEC agencies reported .thaES were rated outstanding in meeting
87 percent of institutions examined

during the 1999  reportin eriOOIcommunity credit needs, 269 were rated
weregin full com Iiancg withg Rg ula- satisfactory, 4 were rated needs to
. omp 9 improve, and 2 were rated as being in
tion DD. Institutions most frequently

failed to comply with the following substantial noncompliance.
requirements:
Applications

 State the rate of. return as an annuaburing 1999, the number of megamerg-
percentage yield in an advertisement ers declined considerably from the pre-
* Provide appropriate maturity noticesyious year. Still, the Board of Governors
for certificates of deposit maturing inconsidered applications for several very

more than one year ) large banking mergers.
e State required additional informa-

tion in advertisements containing thes In May the Board approved the appli-
annual percentage yield cation by Deutsche Bank, Frankfurt,
e Provide all applicable information Germany, to acquire Bankers Trust
on account disclosures. Community Corporation, New York, New York, a
Reinvestment Act transaction creating the largest com-
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mercial banking organization in thetory institutions having less than sat-
world. isfactory CRA ratings. The Federal
 In September the Board approved th&eserve reviewed another twenty-nine
application by Fleet Financial Group,applications involving fair lending and
Inc., to acquire BankBoston Corpora-other issues related to compliance with
tion, both of Boston, Massachusettsconsumer protection lawss.
Because of the considerable public
wterest in fche proposal, the BoardHMDA Data and
eld a public meeting to give inter- ortaade Lending Patterns
ested persons a chance to present orM gag 9
testimony. The Home Mortgage Disclosure Act
* In December the Board approved theequires mortgage lenders covered by
application by HSBC Holdings plc, the act to collect and make public cer-
London, England, to acquire Republictain data about their home purchase,
New York Corporation, New York, home improvement, and refinancing
New York. HSBC was the eighth larg-loan transactions. Depository institu-
est banking organization in the worldtions generally are covered if they were
and Republic was the nineteenth larglocated in metropolitan areas and met
est commercial banking organizationthe asset threshold at the end of the
in the United States at the time of thepreceding year; the asset threshold for
application. the data reported in 1999 was $29 mil-
« Also in December the Board approvedion. Mortgage companies are covered
the application by First Security Cor-if they were located in or made loans in
poration to acquire Zions Bancorpora-metropolitan areas and had assets of
tion, both of Salt Lake City, Utah. more than $10 million (when combined
Had the transaction been consumwith the assets of any parent company)
mated, it would have created theat the end of the preceding year. These
twenty-fourth largest commercial entities are also covered, regardless of
banking organization in the nation.  asset size, if they originated 100 or more
home purchase loans in the preceding
In each of these applications, theyear.
Board found that the CRA records of the In 1999, 6,707 depository institutions
organizations involved were consistenand affiliated mortgage companies and
with approval. In two of the three casesl,130 independent mortgage companies
involving anticipated branch closuresreported to their supervisory agencies
(Fleet and First Security), the BoardHMDA data for calendar year 1998.
required that the merged organization§hese lenders submitted information
report, for a two-year period, all branchabout the geographic location of the
closings and consolidations occurringproperties related to their loans and
as a result of the mergers. applications, the disposition of loan
In addition to these large transactionsapplications, and, in most cases, the
the Federal Reserve System in 199%ace or national origin, income, and sex
acted on ten bank and bank holdingf applicants and borrowers. The Fed-
company applications that involved pro-eral Financial Institutions Examination
tests by members of the public concern€ouncil processed the data and pro-
ing insured depository institutions’ per-
formance under the CRA and acted on 3 |, addition, one application (involving a
two applications that involved deposi-CRA protest) was withdrawn in 1999.
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duced disclosure statements on behatfent for Asians, 72 percent for blacks,
of the U.S. Department of Housing and87 percent for Hispanics, 52 percent for
Urban Development and the FFIECNative Americans, and 31 percent for
member agencies. whites.

Individual disclosure statements are The number of home purchase loans
prepared for each lender that reporteéxtended to applicants in all income
data—one statement for each metropolieategories increased in 1998 compared
tan area in which the lender had officewith the preceding year. The number of
and reported loan activity; in 1999 thesuch loans extended to lower-income
FFIEC prepared 57,294 statementgpplicants increased 19 percent, and the
based on the 1998 data. In July, eachumber extended to upper-income appli-
institution made its disclosure statementants increased 14 percent. Over the six
public, and reports containing aggregatgears 1993 through 1998, the number of
data for all lenders in a given metropoli-home purchase loans extended to lower-
tan area were made available at centrahcome and upper-income applicants
depositories in the nation’s approxi-increased 64 percent and 45 percent
mately 330 metropolitan areas. Theseespectively.
data are used not only by the FFIEC In 1998, 31 percent of Hispanic
member agencies, the reporting instituapplicants and 23 percent of black
tions, and the public, but also by HUDapplicants for home purchase loans
in its oversight of Fannie Mae and Fred-sought government-backed mortgages;
die Mac and by HUD and the Depart-the comparable figures for white, Asian,
ment of Justice as one component odnd Native American applicants were
fair lending reviews. The data also assist4 percent, 10 percent, and 12 percent
HUD, the Department of Justice, andrespectively. Twenty-four percent of
state and local agencies in respondintpwer-income applicants for home pur-
to allegations of lending discrimina- chase loans, compared with 10 percent
tion and in targeting lenders for furtherof upper-income applicants, applied for
inquiry# government-backed loans in 1998.

The data reported in 1999 for the Denial rates for conventional (non-
preceding year covered 24.7 milliongovernment-backed) home purchase
loans and applications, an increase dbans in 1998 were 12 percent for Asian
about 51 percent over 1998 that was duapplicants, 54 percent for black appli-
primarily to increased refinancing activ-cants, 39 percent for Hispanic appli-
ity. The number of home purchase loansants, 53 percent for Native American
extended in 1998 compared with 1997pplicants, and 26 percent for white
increased 13 percent for Asians andpplicants. Except for Asian applicants,
whites, 9 percent for blacks, 16 perceneach of these rates exceeded, by a small
for Hispanics, and 21 percent for Nativemeasure, the comparable rate for 1997.
Americans. Over the six years 1993 Overall, the denial rate for conven-
through 1998, the number of home purtional loans was 29 percent in 1998.
chase loans extended increased 46 perhis rate has increased in each of the

past several years, reflecting in part the

4. On behalf of the nation’s eight active privateincreasing share of applications for con-
mortgage insurance (PMI) companies, the FFIEQ/entional loans filed by lower-income
a_'SO_ICO{“liﬂiﬁé?é?;gﬁgznoﬁnh?;?gﬁggnz fzflzr':/('j' applicants. The increase in denial rates
similar to - : H
ing collected under HMDA. Lendersgtygpically alsp reflects the growing share of app"_
require PMI for conventional mortgages that(fauons_reported under HMDA that are
involve small down payments. filed with lenders that specialize in
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manufactured home and subprime lendand Reports). For both the Board and
ing5 In 1998, these 260 lenders deniedhe Reserve Banks, CAESAR facilitates
55 percent of all applications for con-access to information on the status and
ventional home purchase loans they reresolution of complaints and inquiries
ceived, compared with 16 percent foras well as any supervisory actions taken
other lenders. If the activities of theseas a result of complaint investigations.
specialty lenders are excluded from thdt also facilitates analysis of the type of
calculations, denial rates for the remaindiscrimination complaints received, and
ing institutions show little change sinceproduces reports used to identify pat-

1993. terns and trends in complaints and
inquiries.
Consumer Complaints During 1999, the Board also revised

] ) its Consumer Complaint ManualThe

The Federal Reserve investigates contayised manual includes updated poli-
plaints against state member banks angles and procedures for the Systemwide
forwards to the appropriate enforcemeng,nsumer complaint program, a new
agencies complaints that involve otheghapter on Board evaluation of Reserve
creditors and businesses (see table). Thgynk complaint program performance, a
Federal Reserve also monitors and angnecklist for Reserve Banks to use when
lyzes complaints about unregulateqnyestigating complaints alleging illegal

practices. _ credit discrimination, and information
In 1999 the Board implemented a newypout CAESAR.

PC-based database system, CAESAR
(Complaint Analysis Evaluation System . .
Complaints against
5. See Glenn B. Canner and Wayne Passmor§,ta-te Member Banks

“The Role of Specialized Lenders in Extendingln 1999 the Federal Reserve received
Mortgages to Lower-Income and Minority Home-

buyers,” Federal Reserve Bulletinvol. 85 & tOta_l of 4,697 complaints—3,78_2
(November 1999), pp. 709-23. by mail, 885 by telephone, and 30 in

Consumer Complaints against State Member Banks and Other Institutions Received by the
Federal Reserve System, 1999

; State membe Other
Subject banks institutionst Total

Regulation B (Equal Credit Opportunity). . .................... . 70 43 113
Regulation E (Electronic Fund Transfers). .................... . 34 69 103
Regulation M (Consumer Leasing) ..............covovveinnn.. . 23 22 45
Regulation Q (Payment of Interest).......................... . 1 0 1
Regulation Z (TruthinLending). .. ........ooviiiiiiin . 375 531 906
Regulation BB (Community Reinvestment)................... . 3 3 6
Regulation CC (Expedited Funds Availability). ................ . 19 47 66
Regulation DD (Truth in Savings). 48 54 102
Fair Credit Reporting Act........ 110 314 424
Fair Debt Collection Practices Act. . 10 21 31
Fair Housing Act ................. . 0 0 0
Flood insurance...............coooiiiiiiiiiiiiiiiiiaaenn. .. 2 3 5
Regulations T, U, and X. ... .. 0 1 1
Real Estate Settlement Procedures Act ..................... . 6 45 51
Unregulated practiCes. . .........ouiiiiiiiii i .. 1,278 1,565 2,843
TOtal . e ... 1,979 2,718 4,697

1. Complaints against these institutions were referred
to the appropriate regulatory agencies.
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Consumer Complaints Received by the Federal Reserve System,
by Subject of Complaint, 1999

Complaints against state member banks
Total Not investigated Investigated
Bank legally correct
Subject of complaint Unable
to obtain | Explanation . Goodwill
sufficient of law No reim- f .
Number Percent | ormation provided | bursement rer:qnélra#gsre
from to consumer or other other
consumer accommo-
dation accommo-
dation
Loans
Discrimination alleged
Real estate loans.........| 18 1 0 1 8 0
Creditcards ............. 31 1 3 2 8 4
Otherloans.............. 21 1 1 3 8 1
Other type of complaint
Real estate loans......... | 153 8 4 26 39 25
Creditcards.............. 996 50 27 81 173 475
Otherloans.............. 214 11 7 57 69 25
Deposits. . ... . 394 20 11 101 94 65
Electronic fund transfers. .. .... 34 2 0 6 8 2
Trustservices................ . 22 1 3 6 7 1
Other ......cooviiiiiiiiin. . 96 5 15 10 11 15
Total oo 1,979 100 71 293 425 613

person. Of the complaints, 1,979 werehat in the vast majority of the cases, the
against state member banks (see tablesjanks were legally correct. Notwith-
Of the complaints against state membestanding, in nearly half of these cases
banks, about 75 percent involved loarthe banks chose to reimburse or other-
functions: 3 percent alleged discriminawise accommodate the consumer. Only
tion on a prohibited basis, and 69 periwo of these complaints concerned vio-
cent addressed a variety of other pradations of regulations.
tices, such as credit denial on a basis The Federal Reserve also received
not prohibited by law (credit history or more than 2,000 inquiries about con-
length of residence, for example) andsumer credit and banking policies and
miscellaneous other practices (releaspractices. In responding to these inquir-
or use of credit information, for exam-ies, the Board and the Federal Reserve
ple). Another 20 percent of the com-Banks gave specific explanations of
plaints involved disputes about inter-laws, regulations, and banking practices
est on deposits and general depos#nd provided relevant printed materials
account practices; the remaining 8 peren consumer issues.
cent concerned disputes about electronic
fund transfers, trust services, or othe :
practices. [Jnregulated Practices

During 1999, investigations were alsoAs required by section 18(f) of the Fed-
completed in connection with 159 stateeral Trade Commission Act, the Board
member bank complaints pending atontinued to monitor complaints about
year-end 1998. Investigations revealetbanking practices that are not subject
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Consumer Complaints Received—Continued

Complaints against state member banks

Investigated

S - )
Customer Bank dispute— | violation— | Matterin December 31
error error resolvable | bank took litigation

only corrective

by courts action
0 0 0 0 0 9 28 46
0 1 1 0 1 11 9 40
0 0 1 0 0 7 6 27
4 36 10 1 0 8 383 536
3 121 16 1 0 99 953 1,949
0 36 2 1 3 14 283 497
3 64 13 0 13 30 621 1,015
0 6 3 1 1 7 69 103
0 1 1 0 0 3 30 52
1 21 4 0 1 18 336 432
11 286 51 4 19 206 2,718 4,697

to existing regulations and to focus onof liens. Each of these five complaint
those that concern possibly unfair orcategories accounted for a small portion
deceptive practices. Of the 2,843 com{5 percent or less) of all consumer com-
plaints about unregulated practiceplaints received.
received in 1999, four of the five cate-

ories that received the most com- .
glaints involved credit cards: miscella—Corm:)Ialnt Referrals to HUD
neous problems involving credit cardsThe Federal Reserve in 1999 continued
(216 complaints); penalty charges orto refer to the Department of Housing
accounts (159); customer service proband Urban Development complaints
lems (115); and interest rates and termalleging violations of the Fair Housing
(113). Among the issues raised by théict, in accordance with a memoran-
customer service complaints were thelum of understanding between HUD
failure to close accounts as requestednd the federal bank regulatory agen-
the failure to provide account informa-cies. Nine such complaints about state
tion; and the imposition of an annualmember banks were referred during the
fee after an account was closed. Thgear. Investigations of seven of the nine
remaining category, miscellaneougevealed no evidence of illegal discrimi-
unregulated practices (167 complaints)pation; the remaining complaints were
covered a wide range of issues, includpending at year-end. =
ing check-cashing problems and release
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Banking Supervision and Regulation

The U.S. banking system reported stronghese trends prompted the issuance of
performance in 1999, as earnings conguidance to Federal Reserve examiners
tinued to set new records, capital ratiognd the industry regarding the potential
rose, and problem assets increased ontonsequences of banks departing from
moderately from below-average levelsaccepted sound lending standards. The
That performance was achieved as these in adverse examiner classifications
U.S. economy continued to expand abver the year provided some evidence
a strong pace and emerging-markethat such weakening standards were
economies that had experienced considiffecting credit-quality conditions and
erable turmoil in the preceding year staraised questions about the greater vul-
bilized. Fee and other noninterest revenerability of weakly underwritten cred-
nues grew at a faster pace than banits if economic conditions were to
balance sheets, with banks relying to aeteriorate.
greater extent on revenues from trust, The final year of the 1990s witnessed
securitization, loan servicing, asset mantwo significant legislative and regula-
agement, trading, venture capital, andory events: (1) modernization of the
other activities. Growth of noninterestU.S. financial system through the
revenues made up for flat, and in som&ramm-Leach-Bliley Act, which re-
cases narrowing, interest margins thgbealed depression-era banking laws and
reflected the industry’s growing relianceprovides for the affiliation of banks with
on wholesale sources of funds as well asecurities and insurance firms within
the gradual decline of lower-cost, retailfinancial holding companies, and (2) the
deposits. At the same time, provisiondirst steps toward a comprehensive revi-
ing for credit losses declined and nonsion of the 1988 Basel Capital Accord.
interest expenses moderated, resultingnder the financial modernization act,
in stronger operating earnings. the Federal Reserve will play an impor-
The rapid pace of industry consolida-tant role as umbrella supervisor of finan-
tion among the largest firms subsidedial holding companies. To a great
somewhat during 1999 as many firmsxtent, the Federal Reserve will rely on
prepared for the century date changeformation and analysis provided by
and worked to digest the significantfunctional regulators of the bank and
mergers already undertaken. Competisecurities or insurance firms. The focus
tion among banking firms remainedof the Federal Reserve’s review will be
intense, amid signs that loan terms anthe holding company’s risk profile and
conditions were continuing to weakenmanagerial strength on a fully consoli-
and that banking organizations weredated basis, with emphasis on whether
extending credit to some borrowersany weaknesses might adversely affect
largely on the expectation that the borthe insured depository institution.
rower’s current strong financial perfor- While U.S. lawmakers were modern-
mance would continue indefinitely. Fed-izing banking laws, the Basel Commit-
eral Reserve supervisory staff identifiedee on Banking Supervision announced
several instances in which meaningfuthat it would modernize international
stress-testing had not been performedapital standards by undertaking the
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The Implications of Financial Modernization
Legislation for Bank Supervision

Now the financial services industry faces the challenge of how best to take
advantage of the new opportunities provided by the financial modernization law,
and their regulators face the challenge of implementing the framework for
regulating and supervising the more diversified financial holding companies
allowed under the new legislation.

Laurence H. MeyeiMember Board of Governors

The Gramm-Leach-Bliley Act, signed byassociated supervisory policies, promises
the President in November 1999, providego transform the U.S. financial system. By
long-needed reform of the U.S. financialvalidating affiliations between banks and
regulatory system. It permits traditional diversified financial services firms, through
bank holding companies and foreign banksfinancial holding companies,” the legisla-
to expand into new insurance and securitieBon should improve the competitiveness
activities, and insurance and securitieand efficiency of financial markets and
firms to enter commercial banking. More-provide a broader array of financial prod-
over, it does so in a relatively expeditiousucts to consumers. With the flexibility it
way, avoiding many regulatory proceduresntroduces—together with the workings of
that would have been required in the pasttime, technology, and innovation—world
(For a description of the act’s provisions,financial markets and institutions undoubt-
see the section on the Bank Holding Comedly will look much different a decade
pany Act in this chapter and also the chapfrom now than they do today. Whether the
ter “Federal Legislative Developments.”) new landscape will be fruitful for institu-
The Gramm-Leach—Bliley Act, along tions and consumers depends a great deal
with the implementing regulations andon how well government develops regula-

first wholesale review of the Basel Federal Reserve staff members are
Capital Accord. The committee’s con-involved in this review. In particular,

sultative document called for commenthey are exploring the use of bank inter-
on a revised capital framework thatnal risk grades in setting minimum

would rely on three pillars: (1) capital requirements for credit risk. Staff are
standards that better align minimumalso exploring techniques for applying
requirements with the actual level ofcapital charges for operating risk and for
bank risk-taking, (2) supervisory reviewinterest rate risk when institutions take
of a banking organization’s positionson significantly high levels of interest

and risk management capabilities asate risk, so called “outliers.” Work is

well as their effect on capital adequacyalso under way in connection with the
and (3) improved market discipline ofsupervisory component of the frame-
bank risk-taking activities through work (the second pillar) as well as the
greater disclosure of risk positions andlisclosure elements of the third pillar.
capital. Development and implementation of
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tions and industry defines new strategiesnore complex. In fulfilling its role as um-
for competing effectively in the years brella supervisor, the Federal Reserve must
ahead. look across the entire financial holding
The Federal Reserve’s challenge will becompany to adequately assess its risk-
to avoid extending the federal safety net tananagement process and its financial con-
more institutions as it constructs superdition. Fortunately, the diversification that
visory and regulatory policies under finan-comes with the greater size and range of
cial reform. The federal safety net givesactivities of today’s large financial institu-
banks the special benefits of access to fedions has improved these firms’ ability to
eral deposit insurance and to the Federakithstand shocks and has probably reduced
Reserve'’s clearing process and discourthe likelihood that one or more of them
window. Extending that access could resulwill fail. At the same time, the larger size
in relaxed market discipline and couldof these institutions means greater damage
thereby expose U.S. taxpayers to the kindo the entire financial system should just
of dangers experienced more than a decadme of them fail.
ago during the savings and loan crisis. Financial institutions and their regula-
The Federal Reserve has sought tdors must remain flexible and innovative in
address the risks associated with any extemtealing with rapidly changing markets and
sion of the safety net by separating thdinancial products. Large banking organiza-
conduct of new activities as much as reations and financial holding companies, in
sonably possible from insured depositorieparticular, must be willing to meet high
and by providing a framework for adequatestandards of soundness and disclosure and
supervision of financial holding com- improve their ability to assess risk in step
panies. Such efforts will contribute to thewith the burgeoning complexity of the mar-
market discipline necessary to make supetketplace. The potential benefits from finan-
vision most effective. cial reform should be substantial, but they
Determining the right mix of active gov- will be so only if both government and
ernment oversight and market disciplineindustry work together to keep the system
has become more difficult as financial marsound.
kets and institutions have grown larger and

this challenging initiative is expected toguidance to larger institutions with com-
take a considerable amount of time.  plex risk profiles enumerated the funda-
To ensure that its supervisory pro-mental elements of a sound internal
gram adequately takes account of theapital-adequacy analysis and encour-
risks assumed by more complex organiaged the institutions to strengthen their
zations that undertake innovative activitisk-measurement capabilities as well as
ties, the Federal Reserve has increase integrate these capabilities more fully
ingly relied on information and into evaluations of their own capital
analysis provided by banks’ own risk-adequacy.
management systems for evaluating The Federal Reserve’'s approach to
capital adequacy. After identifying areasassessing capital adequacy is an impor-
in which the organizations’ practicestant aspect of a program for large, com-
could be improved, the Federal Reservplex banking organizations (LCBOS)
has issued guidance on sound practicgbat was formalized during 1999. That
for evaluating capital adequacy. Theprogram involves more continuous, risk-
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focused supervisory oversight of thesdanks that are members of the Federal
institutions as well as greater use oReserve System. In overseeing these
horizontal comparative analysis of thes@rganizations, the Federal Reserve seeks
companies’ business lines and otheprimarily to promote their safe and
activities. This approach to supervisiorsound operation and their compliance
is intended not only to improve the Fed-with laws and regulations, including the
eral Reserve’s hands-on knowledge oBank Secrecy Act, certain securities law
these organizations but also to improverovisions applicable to banks, and con-
its ability to identify sound practices. sumer and civil rights lawsln examin-
The program will be supported bying these activities it relies to the great-
improved information technology thatest extent possible on reports and
will provide supervisory staff and exam-information provided by the functional
iners with more up-to-date informationregulator of the activities, if other than
on and analysis of banking organizathe Federal Reserve.
tions and will facilitate the sharing and The Federal Reserve also has respon-
coordination of information among thesibility for the supervision of all Edge
banking agencies and other authoritiesAct and agreement corporations; the
The Federal Reserve's approach tinternational operations of state member
LCBOs and the supporting technologybanks and U.S. bank holding companies;
will be a solid foundation for efforts to and the operations of foreign banking
supervise financial holding companiesprganizations in the United States.
which require more continuous informa- The Federal Reserve exercises impor-
tion and greater collaboration amongant regulatory influence over the entry
authorities. into, and the structure of, the U.S. bank-
Another area of note during 1999 wasng system through its administration of
the culmination of the Federal Reserve’she Bank Holding Company Act; the
multiyear effort to ensure that U.S. bankd8ank Merger Act, for state member
recognized their responsibility to be pre-banks; the Change in Bank Control Act,
pared for the century date change. Durfor bank holding companies and state
ing the rollover period, only minor prob- member banks; and the International
lems were reported domestically andBanking Act. The Federal Reserve is
abroad. Potentially large costs to thealso responsible for imposing margin
financial system and the public wererequirements on securities transactions.
avoided because of these efforts and thie carrying out these responsibilities, the
work of domestic and international Federal Reserve coordinates its super-
banking regulators, and the banks themvisory activities with other federal and
selves, to ensure a smooth transition tetate regulatory agencies and with the

the year 2000. bank regulatory agencies of other
nations.

Scope Of ReSponSibilitieS_ for 1. The Board’s Division of Consumer and

Supervision and Regulation Community Affairs is responsible for coordinating

. the Federal Reserve's supervisory activities with

The Federal Reserve is the federalegard to the compliance of banking organizations
supervisor and regulator of all U.S. bankwith consumer and civil rights laws. To carry out

holding companies (including financialthis geSpf;r!Sibki’“tyvkthe Federal Reselrve trains a
: : umber of its bank examiners to evaluate institu-

hOIdmg companies formed under. thézons with regard to such compliance. The chapter
authority of the Gramm-Leach-Bliley of this Rrrorr covering consumer and community
Act) and of state-chartered commerciakffairs describes these regulatory responsibilities.
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Supervision for Safety 11.8 percent of all insured U.S. commer-
and Soundness cial banks and held about 23.5 percent

of all insured commercial bank assets in
To ensure the safety and soundnesge United States.

of banking organizations, the Federal The guidelines for Federal Reserve
Reserve conducts on-site examinationgyaminations of state member banks are
and inspections and off-site surveillancgiy; consistent with section 10 of the
and monitoring. It also undertqkesFederm Deposit Insurance Act, as
enforcement and other supervisonymended by section 111 of the Federal
actions. Deposit Insurance Corporation Improve-
ment Act of 1991 and by the Riegle
Community Development and Regula-
tory Improvement Act of 1994. For most
The Federal Reserve conduetsamina- Of these banks, a full-scope, on-site
tions of state member banks, branche€xamination is required at least once
and agencies of foreign banks, Edge Ack year; certain well-capitalized, well-
corporations, and agreement corporamanaged institutions having assets of
tions; it conductsnspectionsof holding  less than $250 million may be examined
companies and their nonbank subsidievery eighteen months.

aries, as many aspects of the reviews at During 1999, the Federal Reserve
bank holding companies and their nonBanks conducted 517 examinations of
bank subsidiaries differ from bankstate member banks (some of them
examinations. Pre-examination planningointly with the state agencies), and
and on-site review of operations arestate banking departments conducted
integral parts of ensuring the safety an@48 independent examinations of state
soundness of financial institutions. Inmember banks.

both examinations and inspections, the

review entails (1) an assessment (_3f th8ank Holding Companies

quality of the processes in place to iden-

tify, measure, monitor, and control risks At year-end 1999, the number of U.S.
(2) an appraisal of the quality of thebank holding companies totaled 5,941.
institution’s assets, (3) an evaluation offhese organizations controlled 6,774
management, including an assessmeiitsured commercial banks and held
of internal policies, procedures, con-approximately 95 percent of all insured
trols, and operations, (4) an assessmef@mmercial bank assets.

of the key financial factors of capital, Federal Reserve guidelines call for
earnings, liquidity, and sensitivity to annual inspection of large bank holding
market risk, and (5) a review for companies as well as smaller companies
compliance with applicable laws andthat have significant nonbank assets.
regulations. In judging the financial condition of
subsidiary banks, Federal Reserve ex-
aminers consult the examination reports
of the federal and state banking authori-
At the end of 1999, 1,010 state-charteretles that have primary responsibility for
banks (excluding nondepository trusthe supervision of these banks, thereby
companies and private banks) wereninimizing duplication of effort and
members of the Federal Reserve Syseducing the burden on banking organi-
tem. These banks represented abowations. In 1999, Federal Reserve exam-

Examinations and Inspections

State Member Banks
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iners conducted 1,427 bank holdcies of foreign banks, Edge Act and
ing company inspections, of whichagreement corporations, and indepen-
980 were on site and 447 were off sitedent data centers that provide electronic
and state examiners conducted 70 indalata processing services to these institu-
pendent inspections. These inspectionsns. These examinations are conducted
were conducted at 1,218 bank holdingn recognition of the importance of
companies. information technology to the financial
Small, noncomplex bank holdingservices industry and help ensure that
companies—those that have less thabanking organizations conduct their
$1 billion in consolidated assets, dooperations in a safe and sound manner.
not have debt outstanding to the publicDuring 1999, the Federal Reserve con-
and do not engage in significant nonducted 178 examinations that focused
bank activities—are subject to a speciabn the safety and soundness of informa-
supervisory program that became effection technology and electronic data pro-
tive in 1997. The program permits acessing systems. The Federal Reserve
more flexible approach to supervisingwas also the lead agency in four exami-
those entities in a risk-focused environnations of large, multiregional data pro-
ment and is designed to improve thecessing servicers examined in coopera-
overall effectiveness and efficiency oftion with the other federal banking
the Federal Reserve’s bank supervisorggencies.
efforts. Each such holding company is
subject to off-site review once duringYear 2000 Compliance
each supervisory cycle, which corre-
sponds to the mandated examinatio
cycle for the company’s lead bank. In.

institutions. These focused on the suc-
1999, the Federal Reserve conducte : - .
2,058 reviews of these companies. gessful completion of testing and imple-

mentation of mission-critical systems by
June 30, 1999, and the progress being
Specialized Examinations made by those that were unable to meet
that target. In much of the second half of

The Federal Reserve conducts speciajpe year, the focus was on the comple-
ized examinations of banking organizasjon “of contingency plans for business
tions in the areas of information tecmo"resumption and event management at

ogy; fiduciary activities; transfer agenti,o century rollover.

activities; government and municipal * \yhen necessary, supervisors initiated
securities broker and dealer activitieSgntorcement actions against individual
and securities underwriting and dealingngtiytions. The severity of the actions
through so-called section 20 subsidiyyas scaled to the severity of the
aries of bank holding companies. Asyear 2000 problems faced by the insti-
part of the technology review, examin-ytion. |n the most serious cases, the
ers in 1999 also conducted targetedctions were made public so that
reviews of preparedness for the centurgffected consumers and counterparties
date change. could evaluate their own actions relative
to the institution’s problems.

he Federal Reserve conducted reviews
f the Year 2000 readiness of supervised

Information Technology

The Federal Reserve examines the infor'?'dumaIry Activities

mation technology activities of stateThe Federal Reserve has supervisory
member banks, U.S. branches and ageresponsibility for institutions that
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together hold more than $12 trillion of member banks and foreign banks for
assets in various fiduciary capacitiescompliance with the Government Secu-
During on-site examination of an institu-rities Act of 1986 and with Department

tion’s fiduciary activities, examiners of the Treasury regulations. Thirty-eight

evaluate the institution’s managemenstate member banks and eight state
and operations, including its asset antiranches of foreign banks have notified
account management, risk managemerthe Board that they are government
and audit and control procedures, andgecurities dealers or brokers not exempt
review its compliance with laws, regula-from Treasury’s regulations. During

tions, general fiduciary principles, and1999 the Federal Reserve conducted
potential conflicts of interest. In 1999,twelve examinations of broker—dealer
Federal Reserve examiners conductedlctivities in government securities at
191 on-site examinations of fiduciarythese institutions.

activities. Under the Securities Act Amend-
ments of 1975, the Federal Reserve is

Transfer Agents and also responsible for the supervision of

Securities Clearing Agencies state member banks and bank holding

companies that act as municipal securi-

As directed by the Securities Exchange:
Act of 1934, the Federal Reserve con?'izge?:]ei@_wg ngflizl I?hester\;ectsugsr-

L . . |
e el o shuncpal securtes veaers. i 1990
companies that are registered with th n of these institutions were examined.
Board as transfer agents. Among other
things, transfer agents countersign an8ecurities Subsidiaries of
monitor the issuance of securitiesBank Holding Companies
register the transfer of securities, an
exchange or convert securities. On-sit
examinations focus on the effectivenes X ' X
of transfer agent operations and compli= ank holding companies establlshed
ance with relevant securities regulationg?ursuant to section 20 of the Banking
During 1999 Federal Reserve examinergCt Of 1933 (so-called section 20 firms
conducted on-site examinations at 44 of" Subsidiaries) were required to con-
the 127 state member banks and ban(g(uct business subject to uniform operat-

holding companies that were registered!9 Standards, consistent with safe and
as transfer agents. sound operations. To ensure that sec-

Also during the year the Federaltion 20 firms were not engaged princi-

Reserve examined one state-membé]r"’lIIy _i_n underwriting 6_‘”‘?' dealing in

limited-purpose trust company thatSecurities, the Board limited revenues
acted as a national securities deposito erived from such activities to less than
to ensure the safety and soundness of its Percent of the total revenues of the

; ; : ; tion 20 subsidiary.
operations and its compliance withS€¢ .
applicable laws and regulations. At year-end 1999, forty-five bank
holding companies and foreign banking

Government and Municipal orgapizations OW’Fe.d a total of fifty-two
Securities Dealers and Brokers section 20 subsidiaries authorized to
underwrite and deal in ineligible securi-
The Federal Reserve is responsible faties; largely because of mergers and
examining the government securitiesacquisitions, seven of these institutions
dealer and broker activities of stateowned more than one section 20 subsid-

efore enactment of the Gramm-
each-Bliley Act, all subsidiaries of
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iary. Of the fifty-two authorized sec- Risk-Focused Supervision
tion 20 subsidiaries, forty-four were PET5yer the past several vears the Federal
mitted to underwrite any debt or equity P y

security, three were permitted to underReserve_ has initiated a number of pro-
write any debt security, and five weredrams aimed at enhancing the effective-

permitted to underwrite only the limited "€SS Of the supervisory process. The
main objective of these initiatives has

types of debt securities first approved b
t%g Board in 1987. The Fede?aﬂ Reservxgee.n to sharpen the focus on (1) those
: usiness activities posing the greatest

follows specialized inspection proce- . . o
dures to rF()aview the opeFr)ations oFf) thesé'Skto banking organizations and (2) the

securities subsidiaries; it conductedf9anizations’ management processes
fifty such inspections in 1999, or identifying, measuring, monitoring,

The section 20 inspection program isand controlling their risks.
currently being revised in light of the o
provisions of the Gramm—Leach—Bliley Risk-Focused Supervision of

Act. Community Banks

The risk-focused supervision program
Enforcement Actions, for community banks emphasizes that
Civil Money Penalties, and certain elements are key to the risk-
Suspicious Activity Reporting focused supervision process. These ele-

ments include adequate planning time,
In 1999 the Federal Reserve Bankgompletion of a pre-examination visit,
recommended, and members of th@reparation of a detailed scope-of-
Board's staff initiated and worked on,examination memorandum, thorough
twenty-seven enforcement cases involvgocymentation of the work done, and

ing fifty-one separate actions, such agreparation of an examination report

cease-and-desist orders, written agregajjored to the scope of the examination.
ments, removal and prohibition orders,

and civil money penalties. e -
In other significant matters, the BoardRISk Focused Supervision of Large,

- Complex Banking Organizations
of Governors assessed civil money

penalties totaling more than $595,000.Large, complex banking organizations
The Board also terminated all outstandare supervised under the Federal Re-
ing enforcement actions related toserve’s Framework for Risk-Focused
Year 2000 deficiencies because th&upervision of Large, Complex Finan-
affected organizations had takercial Institutions. In 1999, more-specific
appropriate actions to address thguidance on the applicability of this pro-
deficiencies. gram to the larger and more complex
All final enforcement orders issuedbanking organizations was developed.
by the Board of Governors and all writ-The key features of the LCBO super-
ten agreements executed by the Federagision program are (1) identifying those
Reserve Banks in 1999 are available to CBOs that, based on their shared risk
the public and can be accessed from theharacteristics, present the highest level
Board’s public web site. of supervisory risk to the Federal
In addition to formal enforcement Reserve System, (2) maintaining con-
actions, the Federal Reserve Banks itinual supervision of these institutions
1999 completed 107 informal enforceto keep current the Federal Reserve's
ment actions, such as memorandums afssessment of each organization’s con-
understanding and board resolutionddition, (3) instituting a defined, stable
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team to supervise each LCBO, a teanfactory, a full-scope, on-site inspection
composed of Reserve Bank staff whas expected to be performed. New com-
have skills appropriate for the organi-panies are subject to a full-scope, on-site
zation’s unique risk profile, led by ainspection within the first twelve to
Reserve Bank central point of contackeighteen months of operation.

who has responsibility for only one

LCBO, and supported by specialiststechnology Initiatives for the

skilled in eVaIUating the risks of h|gh|y Risk-Focused Supervision Program
complex LCBO business activities and

functions, and (4) promoting System—WOﬂ_( contmued_ during 1999 toward
wide and interagency information-the implementation of phase | of the
sharing through an automated system. Banking Organization National Desktop
An important element of the program(BOND) application, which is sched-
is the sharing of resources across theled for release in 2000. This informa-
System. Several initiatives are undefion technology initiative is designed to
way to better utilize supervisory facilitate the high degree of information-
resources Systemwide in order to facilisharing and collaboration necessary to
tate comprehensive reviews of institu-Support risk-focused supervision of the
tions and to assist in horizontal risklargest, most complex U.S and foreign
assessments across groups of institianking organizations by providing
tions to identify emerging trends. |mmed|ate_z, user-friendly access to a full
range of internal and third-party infor-

. - mation. It will also facilitate the analysis
Risk-Focused Supervision of Small - ot trends across similar organizations
Shell Bank Holding Companies and improve the Federal Reserve’s abil-

The Federal Reserve uses automatdfy to identify and manage the risks
screening systems for small shell banosed by these diversified banking
holding companies to identify trendsOrganizations.

that may adversely affect individual

companies. These screens support t . :

I‘iSk-lEJOCUSGd supervision progr%?n fopaeurvelllance and Risk Assessment
these companies, which tailors superfo supplement on-site examinations, the
visory activities to an assessment ofederal Reserve routinely monitors the
each company’s reported condition andinancial condition and performance of
activities and the condition of its subsid-banking organizations using automated
iary banks. Under the program, Reservacreening systems. In these surveillance
Banks are expected to perform a rislsystems, data from regulatory financial
assessment of each small shell banteports are analyzed to identify com-
holding company at least once duringoanies that appear to be deteriorating or
each supervisory cycle, which dependso be weaker than current supervisory
on the examination frequency for theratings suggest. The analysis helps to
holding company’s lead bank. If adirect examination resources to poten-
preliminary assessment identifies ndially troubled institutions. Surveillance
unusual supervisory issues or concernsystems also identify companies that are
no special follow-up with the companyengaging in new or complex activities
is necessary. However, if it supports thdéo assist in planning examinations. Cur-
assignment of a supervisory rating (thatently, separate surveillance programs
is, a BOPEC rating) of 3 or worse orare run quarterly for state member
a management rating of less than satidanks; large, complex bank holding
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companies; and small shell bank holdAct corporations and agreement corpo-
ing companies. The Federal Reserveations, and bank holding companies;
also produces and distributes the quamnd investments by bank holding com-
terly Bank Holding Company Perfor- panies in export trading companies. It
mance Report (BHCPR) to assist superalso supervises the U.S. activities of
visory staff in evaluating individual foreign banking organizations, includ-
bank holding companies. ing U.S. branches, agencies, and repre-

During 1999 the Federal Reserve ini-sentative offices, U.S. bank subsidiaries,
tiated development of surveillance pro-and commercial lending company sub-
grams for U.S. branches and agencies &idiaries and nonbanking subsidiaries.
foreign banking organizations and for

changes in cross-border exposures - : ;
banking holding companies. Staff mem(—igOrelgn Office Operations

-.of U.S. Banking Organizations
bers also adapted a number of surveil-
lance screens to be used in the BONIThe Federal Reserve examines the inter-
application. national operations of state member
To facilitate access to data frombanks, Edge Act corporations, and bank
regulatory reports and to surveillanceholding companies, principally at the
program results, the Federal Reservd.S. head offices of these organizations,
maintains a PC-based application thaivhere the ultimate responsibility for
accesses data housed in the Nation#heir foreign offices lies. In 1999 the
Information Center (NIC) and electroni- Federal Reserve conducted examina-
cally distributes surveillance screertions of five foreign branches of state
results. During the year, staff mem-member banks and twenty foreign sub-
bers expanded the capabilities of thisidiaries of Edge Act corporations and
application—the Performance Reporbank holding companies. The examina-
Information and Surveillance Monitor- tions abroad were conducted with the
ing application (PRISM)—to include cooperation of the supervisory authori-
financial information on U.S. nonbankties of the countries in which they took
subsidiaries and data on institutionplace; when appropriate, the examina-
structure. tions were coordinated with the Office
The Federal Reserve works withof the Comptroller of the Currency.
the other federal banking agencies t@\lso, examiners made three visits to the
enhance and coordinate surveillanceverseas offices of U.S. banks to obtain
activities through representation on thdinancial and operating information and,
Federal Financial Institutions Examina-n some instances, to evaluate their com-
tion Council's Task Force on Surveil- pliance with corrective measures or to
lance Systems. test their adherence to safe and sound
banking practices.

International Activities

The Federal Reserve plays a critical rolelzzore'gn Branches of Member Banks

in the supervision of the internationalAt the end of 1999, eighty-two mem-
activities of U.S. banking organizationsber banks were operating 921 branches
and the U.S. activities of foreign bank-in foreign countries and overseas areas
ing organizations. It supervises foreigrof the United States; fifty-one national
branches of member banks; oversedsanks were operating 717 of these
investments by member banks, Edgéranches, and thirty-one state member
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banks were operating the remainindJ.S. banking system. As of year-end
204 branches. In addition, twenty1999, 230 foreign banks from 58 coun-
nonmember banks were operatindgries operated 317 state-licensed
45 branches in foreign countries andranches and agencies (of which
overseas areas of the United States. 15 were insured by the Federal Deposit
Insurance Corporation) as well as
57 branches licensed by the Office of the
Comptroller of the Currency (of which
Edge Act corporations are internationab had FDIC insurance). These foreign
banking organizations chartered by théanks also directly owned 17 Edge Act
Board. Agreement corporations arecorporations and 3 commercial lending
similar organizations, state chartered ocompanies; in addition, they held an
federally chartered, that enter into agreeequity interest of at least 25 percent
ments with the Board not to exercisein 82 U.S. commercial banks. Alto-
any power that is not permissible for angether, these U.S. offices of foreign
Edge Act corporation. banks at the end of 1999 controlled
Under sections 25 and 25(A) of theapproximately 19 percent of U.S. com-
Federal Reserve Act, Edge Act andnercial banking assets. These foreign
agreement corporations may engage ibanks also operated 115 representative
international banking and foreign finan-offices; an additional 84 foreign banks
cial transactions. These corporationspperated in the United States solely
which in most cases are subsidiariethrough a representative office.
of member banks, may (1) conduct a The Federal Reserve has acted to
deposit and loan business in states oth@nsure that all state-licensed and feder-
than that of the parent, provided that thelly licensed branches and agencies are
business is strictly related to interna-examined on site at least once every
tional transactions, and (2) make foreigreighteen months, either by the Federal
investments in companies such afeserve or by a state or other federal
finance and leasing companies, as weftkegulator; in most cases, on-site exami-
as in foreign banks. nations are conducted at least once every
At year-end 1999, there were eightytwelve months, but the period may be
three Edge Act and agreement corporaextended to eighteen months if the
tions with twenty-nine branches. Duringbranch or agency meets certain criteria.
the year, the Federal Reserve examinethe Federal Reserve conducted or par-
all of these corporations. ticipated with state and federal regu-
latory authorities in 274 examinations
during 1999.

Edge Act and Agreement Corporations

U.S. Activities of Foreign Banks

The Federal Reserve has broad authonyoint Program for

to supervise and regulate the U.S. aCt'V"Supervising the U.S. Operations of

ties of foreign banks that engage i : - o
banking and related activities in tthore|gn Banking Organizations

United States through branches, agern 1995 the Federal Reserve, in coopera-
cies, representative offices, commerciaion with the other federal and state
lending companies, Edge Act corporabanking supervisory agencies, formally
tions, commercial banks, and certairadopted a joint program for supervising
nonbank companies. Foreign banks corthe U.S. operations of foreign banking
tinue to be significant participants in theorganizations (FBOs). The program has
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two main parts. One part focuses on théechnical assistance and training mis-
examination process for those FBOs thations led by the International Monetary
have multiple U.S. operations and isFund, the World Bank, the Inter-
intended to improve coordination amongAmerican Development Bank, the Asian
the various U.S. supervisory agenciesDevelopment Bank, and the Basel Com-
The other part is a review of the finan-mittee on Banking Supervision.

cial and operational profile of each FBO

to assess its general ability to support it ; :

u.S. operatiogns and to dgtermirg)é) Wha%uperwsory Policy

risks, if any, the FBO poses through itswWithin the supervisory policy function,
U.S. operations. Together, these two prathe Federal Reserve develops guidance
cesses provide critical information tofor examiners and financial institutions
U.S. supervisors in a logical, uniform,as well as regulations for financial insti-
and timely manner. During 1999 thetutions under the supervision of the Fed-
Federal Reserve continued to implemergral Reserve. Staff members also partici-
program goals through coordinationpate in international supervisory forums
with other supervisory agencies andand provide support for the work of the
the development of financial and riskFFIEC.

assessments of foreign banking organi-

zations and their U.S. operations. Capital Adequacy Standards

During 1999 the Federal Reserve,
together with the other federal banking
In 1999 the Federal Reserve Systeragencies, issued two final rules that
continued to provide staff for techni-amended their capital standards for mar-
cal assistance missions covering banket risk and implemented technical
supervisory matters to an increasingnodifications.

number of central banks and supervi-

sory authorities around the world. Tech-Market Risk/Specific Risk

nical assistance takes a variety ofform%n April 19 the Federal Reserve

ranging from official visits by foreign fogether with the FDIC and the OCC
supervisors to the Board and Reserv&sued a final rule amending their re’-

Banks for the purpose of learning pective risk-based capital standards for

about U.S. supervisory practices an(inarket risk applicable to certain institu-

procedures to secondments of Feder Ions having significant trading activi-

Reserve System staff to overseas SUPSlies. The final rule permits institutions
visory authorities for the purpose Ofto use qualifying internal models to

advising on strengthening the banky... . ine their capital requirements in
supervisory process in a foreign coUNtrY, e ation to specific risk (an element of

In 1999, technical assistance was CONe - rket risk) without comparing the

centrated in Latin America, the Far EaStrequirements generated by their internal

;’qundtrl:gmgzrr Stﬁg'ggggglcgg:é?\?:o?;z odels with the so-called standardized
9 year, pecific-risk capital requirement.

supervision training courses in Washing-
ton, D.C., and on site in a number Ofr o Modifications

foreign jurisdictions exclusively for the

staff of foreign supervisory authorities.On March 2 the federal banking agen-
System staff members also took part irties issued a final rule amending their

Technical Assistance
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capital adequacy standards to eliminatkets and trading activities at financial
differences among the agencies. Thanstitutions of all types and sizes. The
final rule revises and makes consistenhanual discusses the risks involved in
among the agencies the risk-based capiarious activities, risk-management and
tal treatment of construction loans forrisk-measurement techniques, appropri-
presold one- to four-family residentialate internal controls, and examination
properties, junior liens on one- to four-objectives and procedures. It takes a
family residential properties, and investfunctional approach to activities, as
ments in mutual funds and simplifiesopposed to a legal-entity approach. In
the agencies’ leverage capital rules fothe 1999 update, chapters on counter-
banks and thrift institutions. party credit risk, capital adequacy, and
The final rule permits a 50 percentaccounting were revised to reflect new
risk weight for all qualifying construc- regulatory guidance and best practices.
tion loans on presold one- to four-family
residential properties. It also requires
that a lending institution holding the Recourse
first and junior liens on a one- to four-

family residential property, with no During 1999 the Federal Financial

other intervening liens. treat the loan Institution Examination Council recom-
9 ’ ended that the Federal Reserve, to-

on a combined basis as a single eXterEether with the OCC. EDIC. and OTS

sion of credit for loan-to-value and I’ISl,(— (Office of Thrift Supervision), adopt the

weighting purposes. The institution’s; agency proposal that would amend

: . - inter
combined loan amount is then asmgnegﬂe risk-based capital standards to

in its entirety to either the 50 percent Of- ddress the regulatory capital treatment

100 percent risk category, dependllng_o%f recourse obligations and direct credit
underwriting and performance C”te“a'substitutes that expose banks, bank

In addition, the final rule gives institu- holding companies, and thrift institu-
]E'J)r?; msegfrﬂggtOgr?sesl'gnr'ggr;amggjs?ltions to credit risk. The proposed revi-
b %ions would use credit ratings to match

oS ncecrdind e rikchased caial assessment moe
closely to an institution’s relative risk of

prospectus. Finally, with regard to theIoss in certain asset securitizations. It is

Ieve_r_age capital st_andarc_js, _the final .rUI%xpected that the proposal will be issued
clarifies that certain institutions havmgfor ublic comment in the first quarter
the highest supervisory rating must hav%f 2‘800 g

a minimum leverage ratio of 3.0 per-
cent; all other banks and thrift institu-

tions must have a minimum 'everageAssessing Capital Adequacy
ratio of 4.0 percent. in Relation to Risk
at Large Banking Organizations

Trad_ing and " In July the Federal Reserve issued
Capital Markets Activities supervisory guidance that emphasizes
In 1999 the Board’s Division of Bank- the growing need for banking organiza-
ing Supervision and Regulation updatedions to ensure that their capital not only
its Trading and Capital Markets Activi- is adequate to meet formal regulatory
ties Manua) which provides examiners standards but also is sufficient to support
with guidance for reviewing capital mar-their underlying risk positions. The
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guidance suggests that internal capitdligh LTV lending and the controls that
management processes at several largastitutions should have in place to man-
complex banking organizations couldage these risks. It also reminds institu-
be improved and better integrated withtions about the 100 percent capital limi-
internal risk measurement and analysidations on this type of lending.

In coming months, the Federal Reserve

will evaluate internal capital manage-
ment processes to judge whether the
meaningfully tie the identification, On November 17 the Federal Reserve,
monitoring, and evaluation of risk to thetogether with the OCC, issued guidance
determination of an institution’s capitalon the way synthetic securitizations
needs. should be treated under the current
leverage and risk-based capital guide-
: lines. The guidance permits a banking
Loan Write-Up Standards organization sponsoring a leveraged
The Federal Reserve amended its loasynthetic securitization to reduce its
write-up standards for criticized assetsapital requirement against certain
in 1999 to bring them into conformity retained exposures if the institution has
with the risk-focused examinationeliminated virtually all of its credit risk
approach. In the case of a majority ofexposure to the specified portfolio being
adversely classified assets, the new stasynthetically securitized. The guidance
dards allow the examiner to omit detailsspecifies minimum requirements that
that are of little benefit to the bank-the sponsoring institution must meet to
ing organization and supervision staffensure that it has eliminated virtually all
The new approach, which uses assetf its credit exposure; it also specifies
classification write-ups to illustrate loandisclosure requirements regarding the
administration weaknesses, encouragésansaction.

a cooperative effort between examiners
and bank management. Full loan write-R
ups are still required for certain criti-
cized assets in situations in which banlOn December 13 the Federal Reserve,
management disagrees with the dispostegether with the OCC, FDIC and the
tion accorded by the examiner and whei®TS, issued guidance emphasizing
the institution is viewed as a problemthe importance of fundamental risk-
bank. Abbreviated write-ups are appromanagement practices in connection
priate to formalize certain decisions andvith securitization activities. The guid-
to clarify actions by management. ance stresses the specific expectation
that any securitization-related retained
. interest claimed and booked by a finan-
Real Estate Lending Standards cial institution should be supported by
In October the Federal Reserve, togethetfocumentation of the interest’'s fair
with the other federal banking agenciesyalue, determined by using reasonable,
issued guidance on high loan-to-valueonservative valuation assumptions that
(LTV) residential real estate loans as a&an be objectively verified. Retained
clarification of the agencies’ real estaténterests that lack such objectively veri-
lending regulations. The guidance defiable support or that fail to meet the
scribes some of the risks inherent irsupervisory standards set forth in the

§ynthetic Securitizations

etained Interests
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guidance are to be classified as a losSuide to the Interagency Country
and disallowed as assets of the instituExposure Review Committee
tion for regulatory capital purposes. (ICERC) Process

In November the Federal Reserve,
together with the OCC and the FDIC,

In October the Federal Reserve and thigsued a document, “Guide to the Inter-
other federal banking agencies issue@gency Country Exposure Review Com-
a final rule revising their examination- mittee Process,” that clarifies and makes

frequency guidelines to address provimore transparent for financial institu-
sions in the R|eg|e Community Deve|-ti0nS and examiners the ICERC’s func-
opment and Regulatory Improvementions and operating procedures. The
Act of 1994 and the Economic Growth!CERC is responsible for assessing the
and Regulatory Paperwork Reductiorflegree of transfer risk (that is, the possi-
Act of 1996. As a result of the revision, bility that an asset cannot be serviced in
certain U.S. branches and agencies dhe currency of payment because of a
foreign banking organizations maylack of, or restraints on the availability
qualify for an eighteen-month examina-0f, needed foreign exchange in the coun-
tion cycle rather than a twelve-monthtry of the obligor) inherent in the cross-
cycle. border and cross-currency exposures of
To qualify for consideration for less- U-S. banks.
frequent examination, a U.S. branch or
agency must have total assets of
$250 million or less, must have receivednteragency Guidance on
a CompOSIte supervisory ratlng of 1 OI’Subprime Lending
2 at its most recent examination, and
must not be subject to a formal enforcein March the Federal Reserve, together
ment action. In addition, the U.S. branchwith the other federal banking agencies,
or agency must have satisfied thessued interagency guidance on sub-
requirements that either (1) the foreigrprime lending. The guidance was devel-
bank’s most recently reported capitabped to bring greater attention to the
adequacy position consists of, or issupervisory issues related to banks’ and
equivalent to, tier 1 and total risk-baseahrifts’ involvement in subprime lending
capital ratios of at least 6 percent anchnd to how these institutions should
10 percent respectively, on a consolimanage the unique risks associated with
dated basis, or (2) the office has mainthis activity. The guidance notes that the
tained, on a daily basis over the pasagencies consider subprime lending to
three quarters, eligible assets (deteme a high-risk activity that is unsafe and
mined in accordance with applicableunsound if the risks associated with
federal and state laws) in an amount nasubprime loans are not properly con-
less than 108 percent of the precedingrolled. It advances sound practices for
quarter’s average third-party liabilitiesmanaging the risks involved in sub-
and sufficient liquidity is currently avail- prime lending. Institutions are expected
able to meet its obligations to third par-to have policies and procedures in place
ties. Finally, the foreign bank must notto measure, monitor, and control the
have experienced a change in contrahdditional risks associated with this
during the preceding twelve months.  activity.

Examination-Frequency Guidelines
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Joint Policy Statement Regarding should be considered when establishing
Branch Closings by Insured appropriate allowance levels, consistent
Depository Institutions with the May Federal Reserve guidance.

As part of an interagency statement also

On June 29 the federal banking agenciggg e in July, the SEC agreed to consult
issued a revised joint policy Sta}teme”(i\r/lith the banking regulators when deter-
regarding branch closings by insureqyining whether to take a significant
depository institutions. The statement,q(ion against financial institutions with

incorporates changes in the underlyingegpect to their loan loss allowance.
statute made by section 106 of the

Riegle—-Neal Interstate Banking and
Branching Efficiency Act of 1994 and |nteragency Policy Statement on
section 2213 of the Economic GrowthExternal Auditing Programs of

and Regulatory Paperwork ReductiorBanks and Savings Associations
Act of 1996. It clarifies the steps that

interstate banks should take regarding) September the Federal Reserve and
notice and consultation for proposedhe other federal banking agencies

branch closings in low- or moderate-issued a joint policy statement regarding

income areas. It also clarifies the statuthe external auditing programs of banks

of automated teller machines, relocaand savings associations. The statement
tions and consolidations, and brancigncourages banks and savings associa-
C|osings in connection with emergencyﬁions with less than $500 million in total

acquisitions or assistance by the FDIC. assets to adopt an external auditing pro-
gram as a part of their overall risk-

_ management process. It reflects the
Interagency Guidance on the agencies’ view that higher-risk areas of
Allowance for Loan Losses an institution’s business should be sub-

. jected to regular independent testing and
During 1999 the Federal Reserve, th%valuation to ensure that the institu-

Securities and Exchange Commlssm_)nﬂon,s financial statements and regula-

and the other federal banking agenmetsory reports are accurately and reliably

continued to develop guidance regardy o 04 The statement also encourages
ing the allowance for loan losses. In

March the acencies issued a ioint stat the board of directors of each institution
> agencies | | a5 establish an audit committee made up
ment outlining initiatives the agenciesy o1 of outside directors. The state-

: : Inent is effective for fiscal years begin-
taking to develop enhanced guidance %fing on or after January 1. 2000
appropriate methodologies, disclosures, 9 y '

and supporting documentation for loan

loss allowances and othgr issues. In Mayternational Guidance on

the Fed_eral Reserve |ssued_ gu'da”%ternal Control, Accounting,
addressing the need for banking organixnd Disclosure

zations to maintain conservative allow-

ances for loan losses in the context oAs a member of the Basel Committee
existing accounting standards; the guiden Banking Supervision, the Federal
ance is now a part of generally accepte®Reserve plays a key role in the develop-
accounting principles (GAAP). In July ment of supervisory guidance on inter-
the agencies issued a joint statememntal control, accounting, and reporting
emphasizing a number of factors thapractices among banking organizations.
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The objectives of this guidance are to disclosures by large, internationally
promote market discipline through active banks and securities firms.

greater transparency in financial state “Trading and Derivatives Disclosures
ments, to encourage sound risk manage-of Banks and Securities Firms:
ment, and to improve disclosures of Results of the Survey of Public Dis-
qualitative and quantitative information closures in 1998 Annual Reports”
on bank risk exposures and risk- (December) is a report of the fifth
management policies and practices. Dur- annual joint survey by the Basel Com-
ing 1999 the Federal Reserve contrib- mittee and the IOSCO on the public
uted to several papers and reports that disclosure of trading and derivatives
were issued by the Basel Committee, activities of banks and securities firms

including the following:

* “Sound Practices for Loan Account-

ing and Disclosure” (July) provides

guidance to banks, banking super-
visors, and those who set accounting
standards on recognition and measure
ment of loans, establishment of loan
loss allowances, disclosure of credie
risk, and related matters. The paper
sets out banking supervisors’ views
on sound loan accounting and loan-
disclosure practices for banks. It also
serves as a framework for supervisory
evaluation of banks’ policies and

practices in these areas.

“Best Practices for Credit Risk Dis-

closure” (July) provides guidance on

best practices in public disclosure of
credit risk by banking institutions.

Banks are encouraged to provide mare
ket participants and the public with

the information they need to make
meaningful assessments of their credit
risk profile. The paper is part of the

Basel Committee’s ongoing efforts to
promote transparency and effective
market discipline.

“Recommendations for Public Dis-

closure of Trading and Derivatives

Activities of Banks and Securities

Firms” (October) presents recommen-
dations for public disclosure of the

trading and derivatives activities of

banks and securities firms. The recom-
mendations complement the annual
survey of trading and derivatives

worldwide. The report provides an
overview and analysis of the disclo-
sures about trading and derivatives ac-
tivities presented in the 1998 annual
reports of a sample of the largest inter-
nationally active banks and securities
- firms in the G—10 countries and notes
improvements since 1993.

“Working Paper on Capital Require-
ments and Bank Behavior: The Impact
of the Basel Accord” (April) reviews
the empirical evidence on the effect of
the 1988 Basel Accord on banks. The
paper addresses whether the adoption
of fixed minimum capital require-
ments led some banks to maintain
higher capital ratios than they would
have otherwise and whether these re-
quirements have been successful in
limiting risk-taking by banks.

“Working Paper on Supervisory Les-
sons to be Drawn from the Asian
Crisis” (June) makes recommenda-
tions for G-10 creditor banks and
their supervisors in the wake of the
1997-98 Asian financial crisis. Rec-
ommendations address revisions to the
Basel Accord and the use of rating-
agency ratings, large-exposure guid-
ance, country-risk assessments, and
country-risk-management practices.
“Banks’ Interactions with Highly
Leveraged Institutions and Sound
Practices for Banks’ Interactions with
Highly Leveraged Institutions” (Janu-
ary) evaluates the potential risks
resulting from banks’ interactions
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with highly leveraged institutions, as-Bank Holding Company Reports
sesses the deficiencies in banks’ risk-
management practices, and evaluatess the federal supervisor and regulator
alternative policy responses, includ-of U.S. bank holding companies, the
ing encouraging the use of sound-ederal Reserve requires periodic regu-
practices by banks. It sets forth soundatory reports from these organizations.
practices standards for the manageFhese reports, which are revised peri-
ment of counterparty credit risk in odically, provide essential information
banks’ trading and derivatives activi-to assist the Federal Reserve in the su-
ties with highly leveraged institutions. pervision of these banking organizations
» “Performance of Models-Basedand in the formulation of regulations
Capital Charges for Market Risk:and supervisory policies. The reports are
1 July—31 December 1998” (Septem-also used by the Federal Reserve to re-
ber) reports on a survey of more tharspond to requests from the Congress and
forty banks in nine countries subjectthe public for information on bank hold-
to the market-risk amendment to theng companies and their nonbank sub-
Basel Accord during the third andsidiaries. The FR Y-9 series of reports
fourth quarters of 1998, a period of(FR Y-9C, FR Y-9LP, and FR Y-9SP)
high market volatility. The survey provides standardized financial state-
found that the capital charge for mar-ments for the consolidated bank holding
ket risk under the internal-modelscompany and its parent. The Federal
approach provided an adequate buffeReserve uses these reports to detect
against trading losses at the surveyedmerging financial problems, to review
institutions over the period reviewed.performance and conduct pre-inspection
The survey encouraged banks to comanalysis, to monitor and evaluate risk
tinue to reassess the performance girofiles and capital adequacy, to evalu-
internal models and to complementate proposals for bank holding company
those models with robust stressimergers and acquisitions, and to analyze
testing. a bank holding company’s overall finan-
cial condition to ensure safe and sound
In addition to serving on the Baseloperations. The FR Y-11 series of re-
Committee on Banking Supervision,ports aids the Federal Reserve in deter-
Federal Reserve staff members particimining the condition of bank holding
pate in meetings of the Financialcompanies that are engaged in nonbank-
Accounting Standards Board’s (FASB)ing activities and in monitoring the vol-
Financial Instruments Task Force. Theaime, nature, and condition of their non-
task force was created to help the FASBanking subsidiaries.
address issues related to the accounting Most of the revisions made to the
and disclosure standards for financiaFR Y-9C during 1999 paralleled revi-
instruments. Staff members also parsions made to the FFIEC 031 Call Re-
ticipate in meetings of the Interna-port. They included the elimination of
tional Accounting Standards Committeedetailed items for “high-risk mortgage
(IASC) on behalf of the Basel Commit- securities;” implementation of the dis-
tee’s Task Force on Accounting Issuesclosure requirements of Statement of
The IASC’s objectives are to formulateFinancial Accounting Standard No. 133
and publish international accounting(FAS 133), Accounting for Derivative
standards and to promote their worldinstruments and Hedging Activities, for
wide acceptance and observance. cash-flow hedges; and implementation



Banking Supervision and Regulatiod35

of items for monitoring risk-based capi-instructions for reporting securities ac-
tal. The revisions to the other FR Y-9tivities, risk-based capital, and intan-
reports and to the FR Y-11 series congible assets were clarified. The FFIEC
sisted primarily of implementation of also revised the Report of Assets and
the FAS 133 disclosure requirements fot.iabilities of U.S. Branches and Agen-
cash-flow hedges. A section for “Notescies of Foreign Banks (FFIEC 002),
to the Financial Statements” was alsceffective with the March 1999 report,
added to the FR Y-11 reports, but otherto maintain consistency with the bank
wise there were no substantive revision€all Reports. In September, the FFIEC
to the FR Y-11 series. announced that no new items would
be added to the Call Report for the

. . L March 31, 2000 report.
Federal Financial Institutions

Examination Council
Year 2000 Supervision Program

Uniform Retail Credit Classification  Throughout 1999 the FFIEC agencies
and Account Management Policy continued their efforts to ensure the

On February 10, the FFIEC issue eadiness of supervised financial insti-

the Uniform Retail Credit Classification ut:;)nt?] autor?attheq mforrpaﬂon syfstertr;]s,
and Account Management Policy, which?N?@ those of their cusiomers, for the

updates and expands the guidelines fdiEntury date change. The final phase of
classifying consumer loans that werdn€ Supervisory program undertaken by

first issued in 1980. The policy, among he agencies was extensive and included
) ' he issuance of additional policy guid-

other things, adds guidance on the treaf

ment of loans to bankrupt borrowers 2N°€: the conduct of on-site exam-

fraudulent loans, loans to deceased bof?@tions and intensive monitoring of
rowers, and delinquent residential reajinancial institutions and markets, con-
estate and home equity loans and on tHE'9ency planning to respond to dis-

treatment of partial payments. It alsg uptions that could occur, and event

sets forth the criteria that must be satism2nagement for the year-end rollover

fied before a depository institution may.pe”(?dd Thte pro%ram focused on promot-
consider a delinquent account currentNd INAUSlry and consumer awareness,

The policy statement becomes effectiv sta_lblishing targets for comple_tion of
on December 31. 2000 esting; developing implementation and

contingency plans; and providing feed-
back, in part through examinations, to
institutions in their attempts to assess
The FFIEC implemented a few changesheir progress and to identify outstand-
to the bank Reports of Condition anding issues.

Income (Call Reports), effective with The FFIEC worked rigorously to
the March 1999 report, to improve theensure broad awareness of the impor-
banking agencies’ ability to monitor thetance and scope of the problem, both
safety and soundness of financial instidomestically and internationally, and
tutions. The changes included new itemgined with the private sector in a coor-
to conform with GAAP, specifically, dinated effort to successfully address the
items necessary to implement FAS 133Year 2000. The agencies made signifi-
Certain detailed items on bank investcant contributions to the financial indus-
ment portfolios were eliminated, andtry’s successful transition into the new

Revisions to the Call Report
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millennium without serious disruption Community Bank Supervision
to the financial services provided to the
industry and the public. For several years the Federal Reserve
has worked closely with the FDIC, the
. . Conference of State Bank Supervisors,
Supervisory Information and several state banking authorities to
Technology automate the examination process for
The Supervisory Information Technol-community banks. The agencies now
ogy (SIT) function within the Board's have a common set of automated exami-
Division of Banking Supervision and hation tools that support the risk-focused
Regulation facilitates managemengupervision process (ED), loan analy-
of the diverse information technologysis (ALERT), and report preparation
requirements of the Federal Reserve’§GENESYS). These tools are continu-
supervision function. Its goals are todlly evaluated and enhanced. A major
ensure that rewrite of the GENESYS application
that will enable broader implementation
« IT initiatives support a broad range ofamong the agencies is scheduled for

supervisory activities without duplica- completion in June 2000.

tion or overlap
e The underlying IT architecture fully

supports those initiatives National Information Center
* The supervision function’s use of

technology takes advantage of the systhe National Information Center

tems and expertise available morgNIC) is the Federal Reserve’s compre-

broadly within the Federal Reservehensive repository for supervisory,

System. financial, and banking structure data.

Also included under the NIC manage-

The SIT function works through ment structure is the National Examina-
assigned staff at the Board of Governorgion Database (NED), a major applica-
and the Reserve Banks and through #@ion that gives supervisory personnel
committee structure that ensures thahroughout the Federal Reserve System,
key staff members actively participateas well as state banking authorities and
in identifying requirements and settingthe other federal regulators, access to
priorities for IT initiatives. NIC data. Several enhancements to the
NIC and NED are under way.

The NED system was enhanced in
February to capture large banking orga-
During 1999 significant progress wasnization risk-assessment information. A
made in developing a new informationweb-enabled user access interface is be-
system to support the supervision ofng developed, and the application will
large, complex banking organizationsbe enhanced to reflect further changes
Known as BOND (Banking Organiza-in the supervision business model to
tion National Desktop), the system,address a continuous supervisory pro-
which is scheduled for implement-gram and financial modernization.
ation in 2000, will provide collabora- In June the final phase of the NIC
tion, messaging, and documentbanking structure updating system was
management capabilities as well asmplemented. Completion of the final
access to regulatory and market data. phase brings all structure-updating func-

Large Bank Supervision
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tions to the client/server platform. ThisStrategic Planning

new architecture for processing and ana- . .
lyzing NIC data ensures easier access%/'t.h Board and Reserve Bank partici-
ation, SIT is developing a vision state-

banking structure data as well as a mor8

; : t and a multiyear strategic plan to
cost-effective approach to applying sys"€" . / :
tem modifications. Work is also con-3uide the information technology direc-
tinuing on a project for the electronic fion and investments of the supervision

submission of data on changes in inves@Nd régulation function. A work group
ments and activities of bank holding'S developing a current-period operating
companies. The web-based applicatioR!an that emphasizes national projects,
will offer respondents the same level offupporting budgets, and appropriate
state-of-the-art tools used by NlC,Sdocumentatlon for senior level review.

structure-updating functions in order toE2ch ?fb;chese endg'a\{ors V‘t’l'” ust?] a
enhance the respondent’s ability to sub-'cP€atabié process” to outine the

mit data more quickly and with greaterappro"".Ch for future ?—‘ffo”s- The_ work
accuracy. group is also evaluating alternatives to

In conjunction with the BOND track national IT development and

project, the NIC is being enhanced toorojects costs for the supervision and

include a repository for supervisoryregmat'on function.
documents. Called the Central Docu-
ment and Text Repository (CDTR), thesgR Enterprise Information
repository will initially house those Architecture (EIA)
supervisory products that are associated .
with the framework for risk-focused SIT established a work group of Reserve
supervision of large, complex bankingBank and Board staff to begin the pro-
organizations. Broad categories of docucess of documenting the Systemwide
ments to be housed in the CDTR aré&nterprise information architecture
examination and inspection documents(EIA) for the supervision and regulation
enforcement-event documents, and othdgnction. Using a business-centered,
products associated with a region of théop-down approach, the work group is
United States or a Federal Reserve Diglefining the business processes, infor-
trict (for domestic bank holding compa-mation, data, applications/information
nies), a country (for foreign banking systems, and SyStem; infrastructure that
organizations), or risk profiles. In addi-make up the EIA. It will prepare a tech-
tion’ staff members are exp|0ring thenlcal reference m_anual that documents
expansion of the CDTR to serve broadethe EIA and describes maintenance pro-
document-management needs within theedures. Documentation will enhance
supervision function and with otherthe effectiveness of the supervision and
regulatory agencies. regulation function, help guide IT devel-
The NIC public web site was alsoopment and acquisition efforts, and
enhanced during the year. The siténcrease return on information technol-
(http:/Awww.ffiec.gov/nic/) makes avail- 09y investments by improving inter-
able bank holding company perfor-operability between systems.
mance ratios, NIC banking structure
and financial data, and, since Decem ;
ber 1999, all consolidated and large par[T Project Management
ent financial statement schedules fofo draw on the best practices for manag-
bank holding companies. ing IT projects in private industry and
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Number of Sessions of Training Programs for Banking Supervision and Regulation, 1999

Program Total Regional

Schools or seminars conducted by the Federal Reserve
Core schools

Banking and supervisionelements........................... . 10

Operations and analysis. . ...........oviririiiiianiiiiannnd .. 6

Bank management.......... ... .. 4

REPOIt WItING . . ettt - 17

Management skills ... .. 11

Conducting meetings with management......................} . 15 1

TR ®

Other schools
Loan @nalysSiS . ... oe e .
Examination management .......... ..o ..
Real estate lending seminar...............cocoiiiiiiiniin... ..
Specialized lending seminar.............c..coiiiiiiiiiiii ..
Senior forum for current banking and regulatory issues..... ...
Banking applications. ........ ... .
Basic entry-level trust........... ... i ..
Advanced trust. . ...... ... .
Consumer compliance examinationsl........................ .
Consumer compliance examinations.Il....................... .
CRA examination techniques. . ..............c.cooiiiiiiiinn. . .
Fair lending examination techniques ......................... .
Foreign banking organizations ...................ccooiiinn.. .
Information systems and emerging technology risk management ... 5 5
Information systems continuing education. .................... .
Intermediate information systems examination................ .
Capital markets seminars ..o .
Section 20 securities seminar. ... .
Internal cControls. ... ... ... ..
Leadership dynamics. . .........ooiuiuiiiiii i, ..
Seminar for senior supervisors of foreign central banks .. .....

N
wb»—\m
N
IN

2PN N
WR NN Gy
-

~NR ®Qo
=

=

Other agencies conducting courges
Federal Financial Institutions Examination Coungil .............. !
The Options INSHULE . .. ..ot ..

IS
o

N
al

N

1. Conducted jointly with the World Bank. ... Not applicable.
2. Open to Federal Reserve employees.

the government, SIT is studying thosevisory or regulatory responsibilities at
practices and developing a project manthe Reserve Banks, at the Board of Gov-
ager’s handbook. The handbook will beernors, and at state banking departments.
included in the EIA technical referenceStudents from supervisory counterparts
manual and will be available to projectin foreign countries attend the training
managers, team members, and stakeessions on a space-available basis. The
holders. In addition to producing theprogram provides training at the basic,
handbook, SIT is working to identify intermediate, and advanced levels for
project management training opportunithe four disciplines of bank supervision:
ties for Reserve Bank and Board stafbank examinations, bank holding com-
and will propose a project managemenpany inspections, surveillance and
training curriculum and certification monitoring, and applications analysis.

program. Classes are conducted in Washington,
D.C., or at regional locations and may
Staff Training be held jointly with regulators of other

financial institutions. The program is
The Supervisory Education Prograndesigned to increase a student’s knowl-
trains staff members that have superedge of the entire supervisory and regu-



Banking Supervision and Regulatiod39

Status of Students Registered for the Core Proficiency Examination, 1999

Specialty arel
Core
Student status oo
examination Safety and Consumer Trust Information
soundness affairs technology
In queue, year-end 1998 ... ... 33 22 10 1 0
Testtaken, 1999.............. 108 63 38 1 0
Passed..................... 94 55 24 1 0
Failed...................... 14 8 14 0 0
In queue, year-end 1999....... 15 9 6 0 0

1. Students are examined in one specialty area of their choice.

latory process and thereby provide &Reserve and FFIEC schools. Through
higher degree of cross-training amonghis program 451 state examiners were
staff members. trained—247 in Federal Reserve
The Federal Reserve System also pacourses, 196 in FFIEC programs, and
ticipates in training offered by the Fed-8 in other courses.
eral Financial Institutions Examination The Federal Reserve System contin-
Council and by certain other regulatoryued in 1999 to make revisions initiated
agencies. The System’s involvemenin 1997 to the core training program that
includes developing and implementingeads to the commissioning of assistant
basic and advanced training in variougxaminers. The project was undertaken
emerging issues as well as in such spdée give assistant examiners a greater
cialized areas as trust activities, internaunderstanding of risk-focused examina-
tional banking, information technology, tion concepts, the components of sound
municipal securities dealer activities,internal controls, the importance of
capital markets, payment systems risknmanagement information systems, the
white collar crime, and real estate lend€oncept of risk as it applies to banking,
ing. In addition, the System co-hosts theaind the key supervisory issues related to
World Bank Seminar for students fromintegrated supervision. These changes,
developing countries. which resulted in a new curriculum, will
In 1999 the Federal Reserve conbe completed by the end of 2000.
ducted numerous schools and seminars, Depending on their hire date, staff
and staff members participated in sevmembers seeking an examiner’s com-
eral courses offered by or cosponsorechission follow one of two training
with other agencies, as shown in theracks. One track is for examiners hired
accompanying table. Over the year thdefore February 28, 1998, who must
Federal Reserve trained 2,719 studentske the “core proficiency examination”
in System schools, 856 in schools sponas well as an examination in a specialty
sored by the FFIEC, and 42 in otherarea of the student’s choice—safety and
schools, for a total of 3,617 studentssoundness, consumer affairs, trust, or
including 290 representatives from for-information technology. Examiners on
eign central banks. The number of trainthis track should complete their com-
ing days in 1999 totaled 18,729. missioning requirements by the end of
The Federal Reserve System als@001. In 1999, 108 examiners com-
gave scholarship assistance to the statpteted the core proficiency examination
for training their examiners in Federal(see table).
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Status of Students Registered for the First Reserve’s approval before forming a

Proficiency Examination, 1999 bank holding company by acquiring
Student status First | Specialty cor_ltrol of one or more banks in the
examination  area United States. Once formed, a bank

B} holding company must receive Federal
Tpassed L B0d 1 Reserve approval before acquiring or
In Geue, year-end 1665 | Ly ° establishing additional banks. The act
ey also identifies other activities permis-

1. As is the case for the core proficiency examinationSible for a bank holding company, which
stfutcaerjts gvi[l belexir;;ige?hin onle of fogrltspecialty a;easdepending on the circumstances may or
Zvailzglgv&jl(;ef‘ornthe coﬁsuﬁ]grgﬁaslﬁs(;?e; emna Ionmay not be commenced without prior

Federal Reserve approval.
The Bank Holding Company Act and

The other track is for examiners hiredvarious related statutes were signifi-
after February 28, 1998, who must takecantly amended in November 1999 by
the “first proficiency examination” as passage of the Gramm-Leach-Bliley
well as a “specialty proficiency exami- Act. Title | of the latter act, which
nation” in one of the four specialty becomes effective in March 2000,
areas. By the end of 1999, 205 examinauthorizes those bank holding compa-
ers had completed the first proficiencynies that meet applicable statutory
examination. The only specialty exami-requirements to become financial hold-
nation available in 1999 was for con-ing companies and to engage without
sumer affairs (see table); the other speprior Federal Reserve approval in a
cialty examinations will be developed inbroad array of financially related activi-
the first quarter of 2000. ties, including securities underwriting
and dealing, insurance agency and insur-
. ance underwriting, and merchant bank-
S?Uéz“nok?n%f gt]r%cture ing. _AII bank holdir!g companies will

" continue to need prior Federal Reserve
The Board of Governors administers theapproval to acquire or establish addi-
Bank Holding Company Act, the Banktional banks.

Merger Act, the Change in Bank Con- Bank holding companies that do not
trol Act, and the International Bankingbecome financial holding companies
Act in relation to bank holding com- will be more restricted in the types of
panies, member banks, and foreigmonbank activities in which they may
banking organizations. In doing so, theengage, and they may need prior Federal
Federal Reserve acts on a variety oReserve approval to conduct those
proposals that directly or indirectly activities. However, various streamlined
affect the structure of U.S. banking atapplication processes remain available
the local, regional, and national levelsto these companies. Since 1996, the act
the international operations of domestidhas permitted well-run bank holding
banking organizations; and the U.Scompanies that satisfy certain criteria to
banking operations of foreign banks. commence certain nonbank activities on
a de novo basis without prior Federal
Reserve approval and has provided an
expedited prior-notice procedure for
Under the Bank Holding Company Act, other nonbank activities and for small
a company must obtain the Federabank and nonbank acquisitions.

Bank Holding Company Act
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When reviewing an application orcompanies to become bank holding
notice that requires prior approval, thecompanies, 98 proposals by existing
Federal Reserve must consider severalnk holding companies to merge with
factors, including the financial andother bank holding companies, 231 pro-
managerial resources of the applicanposals by existing bank holding compa-
the future prospects of both the appli-ies to acquire or retain banks, 450 re-
cant and the firm to be acquired, thequests by existing bank holding com-
convenience and needs of the commupanies to acquire or establish nonbank
nity to be served, the potential publicfirms engaged in activities closely re-
benefits, the competitive effects of thdated to banking, and 173 other bank
proposal, and the applicant’s ability toholding company-related applications or
make available to the Board informationnotices. Data on these and all other deci-
deemed necessary to ensure compliansgons are shown in the accompanying
with applicable law. In the case of atable.
foreign banking organization seeking to
acquire control of a U.S. bank, the Fed;
eral Reserve also considers whether thléank Merger Act
foreign bank is subject to comprehen-The Bank Merger Act requires that all
sive supervision or regulation on a conproposed mergers of insured depository
solidated basis by its home countryinstitutions be acted on by the appropri-
supervisor. ate federal banking agency. If the insti-

In 1999 the Federal Reserve approvetition surviving the merger is a state
302 proposals by foreign or domestionember bank, the Federal Reserve has

Decisions by the Federal Reserve on Domestic and International Applications, 1999

Action under authority delegated
by the Board of Governors

Direct action
by the

Proposal Board of Governors Director of the Office

Division of Banking ¢ the Federal Total
Supervision and Secretary Reserve Banks
Regulation

Approved Denied| Permitted Approved Denied Approved Approved Permitted

Formation of bank
holding
company ....... 15 0 0 0 0 1 218 68 302

Merger of bank
holding
company ....... 11

Acquisition or
retention of
bank........... 21

Acquisition of
nonbank........ 0

Merger of bank. . .... 34

Change in control . . . 0

Establishment of a
branch, agency,
or representative
office by a
foreign bank. ... 17 0 0 0 0 0 9 0 26

Other 508 0 41 29 0 600 1,123 153 2,454

o
o
o
o
[eo)

47 32 98

6 134 70 231

26 0 278 450
16 122 0 172
0 0 138 141

roo o
-
N
o

oo o

©oo o

Total ............... 606 1 189 29 0 657 1,653 739 3,874
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primary jurisdiction. Before acting on abank holding company to be acquired;

proposed merger, the Federal Reservdetermines the effect of the proposal on

considers factors relating to the financiatompetition in any relevant market; as-

and managerial resources of the applisesses the completeness of information
cant, the future prospects of the existingubmitted by the acquiring person; and

and combined institutions, the conve-considers whether the proposal would

nience and needs of the community tdhave an adverse effect on the federal
be served, and the competitive effects ofleposit insurance funds. As part of this

the proposal. It also considers the viewgrocess, the Federal Reserve may con-
of certain other agencies regarding theluct name checks on each acquiring
competitive factors involved in the person.

transaction. The appropriate federal banking agen-

During 1999 the Federal Reservecies are required to publish notice of
approved 172 merger applications. Agach proposed change in control and to
required by law, each merger isinvite public comment, particularly from
described in thiReporT (in table 15 of persons located in the markets served by
the “Statistical Tables” section). the institution to be acquired.

When the FDIC, the OCC, or the In 1999 the Federal Reserve approved
OTS has jurisdiction over a merger, thel40 proposed changes in control of state
Federal Reserve is asked to comment amember banks and bank holding compa-
the competitive factors to ensure comnies and denied 1.
parable enforcement of the antitrust

rovisions of the Bank Merger Act. : :

EI)'he Federal Reserve and thosge agenci)e@tematlonal Banking Act

have adopted standard terminology foirhe International Banking Act, as
assessing competitive factors in mergeamended by the Foreign Bank Supervi-
cases to ensure consistency in adminision Enhancement Act of 1991, requires
tering the act. The Federal Reservéederal Reserve approval for the estab-
submitted 635 reports on competitivdishment in the United States of
factors to the other federal bankingbranches, agencies, commercial lending
agencies in 1999. company subsidiaries, and representa-
tive offices by foreign banks.

: In reviewing proposals, the Federal
Change in Bank Control Act Reserve generally considers whether the
The Change in Bank Control Act re-foreign bank is subject to comprehen-
quires persons seeking control of a U.Ssive supervision or regulation on a con-
bank or bank holding company to obtainsolidated basis by its home country
approval from the appropriate federakupervisor. The System may also take
banking agency before completing thento account whether the home country
transaction. The Federal Reserve is resupervisor has consented to the estab-
sponsible for reviewing changes in thdishment of the U.S. office; the financial
control of state member banks and otondition and resources of the foreign
bank holding companies. In doing sopank and its existing U.S. operations;
the Federal Reserve reviews the finanthe managerial resources of the foreign
cial position, competence, experiencehank; whether the home country super-
and integrity of the acquiring person;visor shares information regarding the
considers the effect of the proposal oroperations of the foreign bank with other
the financial condition of the bank orsupervisory authorities; whether the for-
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eign bank has provided adequate assuapplication to establish a new agreement
ances that information concerning itscorporation.
operations and activities will be made
available to the Board, if deemed neces;
sary to determine and enforce compI|'A‘pphc"’ltlonS by Member Banks
ance with applicable law; and the recordState member banks must obtain Fed-
of the foreign bank with respect to com-eral Reserve approval to establish
pliance with U.S. law. domestic branches, and member banks
In 1999 the Federal Reserve approve@including national banks) must obtain
applications by nineteen foreign bankd-ederal Reserve approval to establish
from thirteen foreign countries to estabforeign branches. When reviewing pro-
lish branches, agencies, and representpesals for domestic branches, the Fed-
tive offices in the United States. eral Reserve considers the scope and
character of the proposed banking ac-
tivities to be conducted. When review-
Overseas Investments by ing proposals for foreign branches, the
U.S. Banking Organizations Federal Reserve considers, among other
things, the condition of the bank and the
U.S. banking organizations, with thebank’s experience in international bank-
authorization of the Federal Reserveing. Once a member bank has received
may engage in a broad range of activiauthority to open a branch in a particular
ties overseas. Most foreign investmentforeign country, the member bank may
may be made under general consent pr@pen additional branches in that country
cedures that involve only an after-the-without prior Federal Reserve approval.
fact notification to the Board; significantin 1999 the Federal Reserve acted on
investments must be reviewed innew and merger-related branch propos-
advance by the Board. In 1999 theals for 2,042 domestic branches and
Board approved fifty-eight proposalsgranted prior approval for the establish-
(excluding those relating to recent largement of 12 foreign branches (excluding
domestic mergers) by U.S. bankingthose relating to recent large domestic
organizations to make significant investmergers).
ments overseas.
~ The Federal Reserve also has autho;s,[ock Repurchases by
ity to act on proposals involving Edge ank Holdina Companies
Act and agreement corporations, whmH3 9 P
are established by banking organizaA bank holding company may repur-
tions to provide a means of engaging irchase its own shares from its sharehold-
international business. In 1999 the Feders. When the company borrows money
eral Reserve approved two applicationso buy the shares, the transaction
to establish new Edge corporations (onécreases its debt and decreases its
of which proposed to engage in foreigrequity. Relatively larger repurchases
exchange settlement activities) and onenay undermine the financial condition
application by a member bank to in-of a bank holding company and its bank
crease its total investment in its Edgesubsidiaries. The Federal Reserve may
corporation subsidiaries to more tharobject to stock repurchases by holding
10 percent, but less than 20 percent, acfompanies that fail to meet certain stan-
the bank’s capital and surplus. In addidards, including the Board’'s capital
tion, the Federal Reserve approved onguidelines. In 1999 the Federal Reserve



144 86th Annual Report, 1999

reviewed eighteen proposed stock repurt999, 82 percent of decisions met this
chases by bank holding companies, abtandarc:
of which were approved, under dele-

gated authority, by either a ReservqDelegation of Applications

Bank or the Secretary of the Board.
Historically, the Board of Governors has
delegated certain regulatory functions,
i . including the authority to approve, but
Public Notice of - not to deny, certain types of appli-
Federal Reserve Decisions cations, to the Reserve Banks, to the
Director of the Board's Division of

X . %anking Supervision and Regulation,
that involve a bank holding company, 2 nd to the Secretary of the Board. In

bank merger, a change in control, or th(gilggg 79 percent of the applications

e?éasgl;scf;mben; ?(Ir ea} Qeg; nlli.if eb§fp ekcl?e rocessed were acted on under delegated
P y 9 uthority.

by an order or an announcement. Order:
state the decision, the essential facts of
the application or notice, and the basianking and Nonbanking Proposals
for the decision; announcements stat

only the decision. All orders and an-; ations were party to significant banking

. ’ ) - 0 proposals by foreign banking orga-
in the Board’s weekly H.2 statistical .~ " . 7

. nizations to acquire large U.S. banking
release and in the monthljederal organizations. It also approved one

Containg announcements of applicationle10€r Proposal by o bank holding
PP ompanies operating in the same mar-

and notices received by the Feder¥ets that required the largest level of

Egr?girr:/g t;u;prlligggi/g:] ac;tr?éd or%tiI(::ce)r etﬂz ranch divestitures ever considered_ by
related H.2A contains the deadline forthe Board. As with other large banking

comments. In 1999 the Board's publicproposals, the Board received many
web site was expanded to include mor omments, particularly with respect to

. . o ommunity Reinvestment Act, fair
information relevant to the applications . PR !
process. lending, and competitive issues. The

Federal Reserve also continued to act on
proposals involving mutual bank hold-
ing companies.
Timely Processing of Applications = The Board approved two proposals
involving new nonbank activities during
The Federal Reserve maintains internghe year. One proposal was by two insti-
target dates and procedures for the prdutions to own and operate an electronic
cessing of applications. The setting ofecurities exchange. The other was by a
target dates promotes efficiency at thgroup of foreign and domestic bank
Board and the Reserve Banks and
r-educes the bu-rden on applicants. Thmta were adjusted for multiple related
time frame for final action ranges fromapplications filed in connection with several larger

twelve to sixty qay§: depend.ing ONmerger proposals, the percentage would be
the type of application or notice. In 94 percent.

Some of the largest U.S. banking organi-
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holding companies that sought to engagas credit obtained from foreign lenders

in digital certification activities. The by U.S. citizens.

Federal Reserve also approved various Several regulatory agencies enforce

other securities-related proposals ineompliance with the Board’s securities

volving section 20 companies. credit regulations. The Securities and
Exchange Commission, the National
Association of Securities Dealers, and

Enforcement of Other Laws the national securities exchanges exam-
and Regulations ine brokers and dealers for compliance
with Regulation T. The federal banking
Financial Disclosure by agencies examine banks under their
State Member Banks respective jurisdictions for compliance

. . with Regulation U. The Farm Credit
State member banksthat|ssuesecuntl%ministration the National Credit

registered under the Securities Exchan%mon Administration. and the Office of
Act of 1934 must disclose certain infor'Thrift Supervision ex'amine lenders un-

mation of interest to investors, includingder their respective jurisdictions for

financial reports and proxy statements : ; ; .
; I compliance with Regulation U; the Fed-
By statute, the Board'’s financial disclo- P g

. >~ ~eral Reserve examines other Regula-
sure rules must be substantially similati;  lenders
to those of the Securities and Exchange Since 1990 .the Board has published a
Commission. At the end of 1999, twentyyigs of foreign stocks that are eligible for

state member banks, most of them smaj» iy treatment at broker—dealers on
or medium size, were registered with thgn e g3 me basis as domestic margin secu-
Board under the Securities EXCha“g‘?ities. In 1999, the foreign list was
Act. revised in March and September.

At the end of 1999, 839 lenders other
than banks, brokers, or dealers were
registered with the Federal Reserve;
Under the Securities Exchange Act ofof these, 577 were under the Federal
1934, the Board is responsible for requReserve’s supervision. The Federal
lating credit in certain transactionsReserve regularly inspects 262 of these
involving the purchase or carrying oflenders either biennially or triennially,
securities. The Board's Regulation Taccording to the type of credit they
limits the amount of credit that may beextend; 70 of the 262 were inspected in
provided by securities brokers and deal1999 for compliance with Regulation U.
ers when the credit is used to trade debEhe remaining 315 lenders were exempt
and equity securities. The Board'sfrom periodic on-site inspections by the
Regulation U limits the amount of creditFederal Reserve but were monitored
that may be provided by lenders othethrough the filing of periodic regulatory
than brokers and dealers when the credieports.
is used to purchase or carry publicly
held equity securities if the loan is
secured by those or other publicly hel A
equity securities. The Board’s Regula-
tion X applies these credit limitations, orThe regulation (31 CFR Part 103) imple-
margin requirements, to certain borrow-menting the Currency and Foreign
ers and to certain credit extensions, sucfiransactions Reporting Act, also known

Securities Credit

ank Secrecy Act/
nti—-Money Laundering
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as the Bank Secrecy Act, requires banksoney laundering as announced by the
and other types of financial institutionsDepartment of the Treasury in the
to file certain reports and maintain cerNational Money Laundering Strategy
tain records. These reports and record®er 1999. The Federal Reserve also led
include information concerning personsan interagency group that revised the
involved in large currency transactionsSuspicious Activity Report to make it
as well as suspicious activity relatedess burdensome for filers, more useful
to possible violations of federal law,to law enforcement, and Year 2000
including money laundering and othercompliant. An interim form that is
financial crimes. The act is regarded as &ear 2000 compliant was released mid-
primary tool in the fight against moneyyear, and a new form incorporating all
laundering, and its requirements detethe enhancements will be released in the
money laundering by creating a papefirst quarter of 2000.
trail of financial transactions that helps In December 1998 the Federal
law enforcement and regulators identifyfReserve, along with the Office of the
and trace the proceeds of illegal activityComptroller of the Currency, the Fed-
In addition, pursuant to Regulation H,eral Deposit Insurance Corporation, and
section 208.63, each banking organizathe Office of Thrift Supervision, issued
tion supervised by the Federal Reservproposed rules that would have required
must develop a written Bank Secrecydomestic and foreign banking organiza-
Act compliance program that is for-tions to develop and maintain Know
mally approved by the institution’s Your Customer programs. The proposed
board of directors. The compliance pro+ules were intended to provide guidance
gram must (1) establish a system ofo banks to facilitate and ensure their
internal controls to ensure compliancecompliance with existing federal report-
with the act, (2) provide for independenting and recordkeeping requirements,
compliance testing, (3) identify indi- such as those found in the Bank Secrecy
viduals responsible for coordinating andAct. It was intended to help protect the
monitoring day-to-day compliance, andintegrity and reputation of the financial
(4) provide training for appropriate per-services industry and assist the govern-
sonnel. Through its examination pro-ment in its efforts to combat money
cess, training, and other off-site meafaundering and other illegal activities
sures, the Federal Reserve monitorthat might be occurring through finan-
compliance with the Bank Secrecy Actcial institutions. After receiving more
and Regulation H by the banking organithan 15,000 comments from commu-
zations under its supervision. nity, regional and multinational banks,
In 1999 the Federal Reserve continmembers of Congress, trade and indus-
ued to provide expertise and guidance ttry groups, and the public that viewed
the Bank Secrecy Act Advisory Group,the proposed regulations as an invasion
a committee established at the Departef personal privacy, among other issues,
ment of the Treasury by congressionathe Federal Reserve, along with the
mandate to seek measures to reduasher agencies, withdrew the proposal.
unnecessary Bank Secrecy Act burdens Through the Special Investigations
and to increase the utility of data gath-Section of the Division of Banking
ered under the act to regulators and laBupervision and Regulation, the Federal
enforcement. In addition, the FederaReserve has assisted in the investi-
Reserve is continuing to participate ingation of money laundering activities,
the governmentwide effort to deterincluding Operation Casablanca, which
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Loans by State Member Banks to their Executive Officers, 1998 and 1999

Range of interest
Period Number Amount (dollars) rates charged
(percent)

1998

October 1-December 31............. 753 45,385,000 4.0-19.8
1999

January 1-March 31 ................. 5 764 51,396,000 4.0-18.0
April 1-June 30. .. ... . 752 63,852,000 4.9-19.8
July 1-September 30................. i 722 157,568,000 2.0-18.0

Sourcke. Call Reports.

involved a number of foreign banking Loans to Executive Officers

organizations. The section has als?)nder section 22(g) of the Federal

provided anti-money-laundering train-
ing to designated staff members at eacﬁeserve Act, a state member bank must
clude in its quarterly Call Report

Reserve Bank, to the domestic bankin . . .
formation on all extensions of credit

sector through trade association confer:

ences and seminars, and to representg%ctgeth2ag:tgoof'ttsheexiggg\éien ofrfg:e(;?t
tives of law enforcement agencies. P g report.

Internationally, the section has € accompanying table summarizes

assisted the State Department by provic}-hls information.
ing anti-money-laundering training and

technical assistance to countries in Asi ‘
eastern Europe and the newly indepeﬁf_—'ederal Reserve Membership

dent states, South and Central Americat the end of 1999, 3,478 banks were
and the Caribbean. Federal Reserve stafiembers of the Federal Reserve Sys-
members have also participated inem. At that time, member banks were
numerous multilateral international anti-operating 47,673 branches and ac-
money-laundering initiatives sponsoreccounted for 41 percent of all commer-

by such groups as the G—7, the Financialial banks in the United States and for
Action Task Force, and the Asia Pacificr4 percent of all commercial banking

Working Group on Money Laundering. offices. .
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The Federal Reserve Banks devoted si@@ank for International Settlements, the
nificant attention in 1999 to preparinginternational Association of Insurance
for the century date change. Efforts inSupervisors, and the International Orga-
that area as well as other activitiesization of Securities Commissions and
affecting the Reserve Banks are deehaired by Federal Reserve Vice Chair-
scribed in this chapter. man Roger Ferguson, served as the key
forum for Y2K communications among
financial market authorities around the
Century Date Change globe. Representatives from more than
The Federal Reserve was fully prepared00 countries participated in the coun-
for the year 2000 rollover and oncil’s activities, including developing
the days before, during, and after theyuidance papers to assist regulators,
event experienced only minor problemsssuing bulletins to share information,
related to the date change. The extensivend  attending regional meetings
work of testing and preparing the criti- throughout the world.
cal components and operational entities In 1999, the Federal Reserve focused
that took place prior to the rolloveron event management and contin-
prevented major disruptions in Federabency planning for the Y2K rollover.
Reserve services to the nation’s bankSystem Communication Centers were
ing and financial markets. All mission- established at the Federal Reserve Bank
critical components were tested forof Boston and the Board of Governors,
year 2000 compliance and put intowith supporting Local Communication
production during 1999. The ReserveCenters in each Reserve Bank to man-
Banks continued to support extensiveage information concerning the status of
year 2000 testing by depository institu-Federal Reserve systems during the roll-
tions throughout the year. The Federabver event. The Federal Reserve tested
Reserve also took steps to ensure agpntingency scenarios to exercise all
adequate supply of currency for thelines of communication and tested
century rollover. responses to the scenarios to prepare
By year-end 1999, more than 9,00(for the event. As the year came to an
financial institutions had tested the serend, the Federal Reserve met increased
vices they use with the Federal Reservalemands for currency.
These institutions included all of the Asin 1998, the Federal Reserve con-
System’s major customers in terms otinued to inform the public about plans
volume and dollar amount of the transfor addressing the year 2000 problem
actions processed through the Fedand continued to advise depository insti-
eral Reserve. The Federal Reserve aldations of the Federal Reserve’'s plans
tested the automated payment servicemnd schedules. The Federal Reserve pro-
it provides to federal agencies, such asided extensive information concerning
the Social Security Administration, toits year 2000 activities to government
ensure that banks could receive goveversight organizations, including the
ernment payments. In 1999, the Joint).S. General Accounting Office, the
Year 2000 Council, sponsored by theHouse and Senate Banking Committees,
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The Benefits of the Federal Reserve’s Year 2000 Preparations

As a result of Y2K preparations, we have vividly seen how complex
and interdependent our economic affairs have become, and this new
awareness is already beginning to pay off in higher levels of efficiency
and effectiveness

Edward W. Kelley, Jr.-Member Board of Governors

In the three years leading to the rollovertivity, better management of information
to the new century, U.S. banking organizatechnology, and enhanced communication
tions devoted considerable time, talent, anevith and services to customers. Productiv-
money to protecting their computer sys-ity improvements include the elimination
tems from date-related glitches. They als®f redundant applications, the standardiza-
measured and managed potential customépon of operating environments, and the
and counterparty risk and planned theiadoption of better security procedures and
responses to possible internal and externdletter processes for implementing system
disruptions or other unexpected events. upgrades. Improved processes for adopting

Was the enormous effort worth it? U.S.changes ensure that changes are well tested
Representative James Leach, chairman @ind that controls provide assurance that the
the House Committee on Banking andcompiled application and source code are
Financial Services, answered that questhe same. Applications are running with
tion with a definite “yes.” In a letter to fewer bugs and fewer end-of-year or other
Board Chairman Alan Greenspan, Leacloperating problems.
expressed Congress'’s gratitude to the Fed- Senior managers involved in the devel-
eral Reserve for its leadership, both domesspment of year 2000 programs for informa-
tically and internationally, in preparing tion systems now better understand the
the banking industry and financial systencritical roles automated systems play in the
for the century date change. Now, havingsuccess of business lines. And line manag-
come smoothly through the date changeers, because they had to become more
both the Federal Reserve and private-sectanvolved in meeting the technology needs
banking organizations are finding thatof their operations, now more fully appre-
their preparations are yielding benefits thatiate the use of information technology as
extend far beyond the absence of disrupa business opportunity rather than a cost.
tion on New Year's Day. This knowledge will be used to further
improve services.

For example, century change prepara-
tions improved risk-management structures
that can be used to monitor and control
operational risk in the future. Similarly,
For the Federal Reserve System, YZ2Kexperience in monitoring risks to custom-
preparations have yielded greater producers and counterparties and in assessing

Greater Efficiency and
Better Management

and the Office of Management and Budparticipated in the President's Y2K
get. The Federal Reserve provided lead=ouncil activities.

ership to the financial community, The Federal Reserve undertook three
domestically and internationally, andmajor initiatives to prepare for cash
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interdependencies with service provider®f disaster recovery plans will continue and
will yield incremental efficiencies and that recovery of services to the central bank
improved reliability. Finally, review and will remain a high priority for suppliers.
extensive testing of business-resumption

contingency plans resulted in contingency

procedures that are more comprehensivelans for Technology

more up-to-date, and more effective. .
The improvements that resulted from

year 2000 preparations—improved risk
assessment and contingency procedures,
better management of information technol-
Federal Reserve customers, counterpartiesgy for efficiencies and customer service,
and the public also benefited from yearand enhanced communication—will also
2000 preparations. Communication effortgorove useful as the Federal Reserve broad-
to ease the public’s concern about potentiaéns its use of information technology
problems contributed to responsible publicacross business lines in order to identify
behavior during the century rollover. And opportunities and control activities more
close collaboration with banking organi-closely. Internet and e-commerce activities
zations ensured that cash supplies werwill expand significantly in the future;
adequate to meet customer demand areimphasis will shift away from the simple
that liquidity needs could be met quickly on-line delivery of existing services and
through discount window operations. As atoward redefining business lines to take
result, the public and the financial commu-full advantage of technology. Strengthen-
nity retained a high level of confidence ining lines of communication internally and
the banking system, and there was neitherith the banking community, with a spe-
an abnormal demand for cash nor volatilitycial focus on enhancing customer service,
in payment systems. A spirit of coopera-will be an important part of the Federal
tion and the ability to develop an effective Reserve’s business strategy.
communication strategy will be crucial Overall, preparations for the century date
tools for future initiatives. change enhanced the Federal Reserve'’s

Because of the close coordination withability to respond to the needs of the bank-
suppliers and service providers duringing community and the public and to
year 2000 preparations, technology vendeliver new services. The greater public
dors and telecommunications, electric util-trust in the banking system and in the fed-
ity, and city services providers have a betteeral Reserve’s ability to manage the cen-
understanding of their critical role in main- tury rollover and continue operations sug-
taining the continuity of central bank gests confidence that future challenges will
operations. The stronger relationships wittbe met with a similar level of expertise.
these firms should ensure that coordination

Other Long-Term Benefits

demand associated with the year 2008§2K problems. Second, in an effort

rollover. First, the fiscal year 1999 new-to address the possibility that remote
currency print order was larger and mordocations might need extra currency
concentrated in the higher denominagquickly, the Federal Reserve established
tions than usual, so that there would betrategic inventory locations. The Fed-
ample cash if the public chose to with-eral Reserve contracted with depository
draw more currency in anticipation ofinstitutions and armored carriers in loca-
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tions far from Reserve Bank offices torelated to priced services were
hold Federal Reserve notes for potentigd775.7 million, including costs other
emergency cash orders. Finally, the Fedhan profit imputed in the PSAF, result-
eral Reserve increased its communicang in net income of $92.0 million.
tion with several industries on the Y2KPriced services recovered 104.2 percent
problem. Meetings, conference callspf total costs, including $57.2 million
surveys, and general exchanges of infolf targeted return on equity associated
mation were common between the Fedwith the PSAF. Over the past ten years,
eral Reserve and depository institutionsthe Reserve Banks have recovered
foreign central banks, armored carriers101.1 percent of their priced services
retail industries, and the public. costs, including the PSAF (table).

Developments in Check Collection

Federal Reserve Priced Services - ,.ral Reserve Bank operating ex-

The Monetary Control Act of 1980 penses and imputed costs for commer-
requires that the Federal Reserve sefial check services in 1999 totaled
fees for providing “priced services” to $649.8 million. Revenue from check
depository institutions that, over theoperations totaled $681.0 million, and
long run, recover all the direct and indi-other income amounted to $26.3 mil-
rect costs of providing the services agdion, resulting in net income of
well as the imputed costs, such as th&57.5 million.
income taxes that would have been The Reserve Banks handled 17.1 bil-
paid and the pretax return on equitylion checks in 1999, an increase of
that would have been earned had th8.0 percent from 1998 (see table). The
services been provided by a privateszolume of fine-sort checks, which are
firm. The imputed costs and imputedpresorted by the depositing banks
profit are collectively referred to asaccording to paying bank, declined
the private-sector adjustment factoi6.8 percent, compared with a 3.6 per-
(PSAF)L cent decrease in 1998. The volume of
Overall, fees charged in 1999 forchecks deposited that required process-
priced services were lowered approxiing by the Reserve Banks increased
mately 1.2 percent from 1998Revenue 4.4 percent.
from priced services was $835.9 mil- The Reserve Banks continued to
lion, other income related to pricedencourage electronic innovations that
services was $31.7 million, and costsnake the collection system more effi-

1. In addition to income taxes and targeted 3. Financial data reported throughout this
return on equity, the PSAF is made up of threechapter—revenue, other income, cost, net income,
imputed costs: interest on debt, sales taxes, arahd targeted return on equity—can be linked to
assessments for deposit insurance from the Fethe pro forma statements at the end of this chapter.
eral Deposit Insurance Corporation. Also allocatedther incomeas revenue from investment of clear-
to priced services are assets and personnel costsinf) balances, net of earnings credits, an amount
the Board of Governors that are related to pricedermed net income on clearing balancEstal cost
services; in the pro forma statements at the end a8 the sum of operating expenses, imputed costs
this chapter, Board expenses are included in opefinterest on debt, interest on float, sales taxes, and
ating expenses and Board assets are part of lonthe Federal Deposit Insurance Corporation assess-
term assets. ment), imputed income taxes, and the targeted

2. Based on a chained Fisher ideal price indexeturn on equityNet incomeis revenue plus net
not adjusted for quality changes. income on clearing balances minus total cost.
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Priced Services Cost Recovery, 1990-99
Millions of dollars, except as noted

Operating
Revenue from Targeted retur Total Cost recovery
Year ; expenses and ;
services imputed costs on equity expenses (percent)
746.5 684.3 33.6 717.9 104.0
750.2 692.0 325 724.5 103.5
760.8 710.7 24.9 735.6 103.4
774.5 820.4 17.5 837.9 92.4
767.2 760.2 21.0 781.2 98.2
765.2 752.7 315 784.2 97.6
815.9 746.4 42.9 789.3 103.4
818.8 752.8 54.3 807.1 101.5
839.8 743.2 66.8 809.9 103.7
867.6 775.7 57.2 832.9 104.2
7,906.5 7,438.2 382.2 7,820.4 101.1

1. Includes revenue from services of $7,684.8 milliontaxes of $249.3 million for the ten-year period. Also,
and other income and expense (net) of $221.7 million fothe effect of one-time accounting changes of $74.1 mil-
the ten-year period. lion and $19.4 million is included for 1993 and 1995

2. Includes operating expenses of $6,539.0 millionrespectively.
imputed costs of $556.4 million, and imputed income

cient. In 1999, 26.9 percent of all checkdbegan evaluating the efficiency of the
presented by the Reserve Banks to paygnvironments for image-enhanced check
ing banks were presented electronicallprocessing.

(approximately 3.2 billion), an increase In 1999, the Reserve Banks decided
of 13.4 percent from 1998. Images ofto standardize their check-processing
5.2 percent of checks presented bplatforms across all forty-five check-
Reserve Banks were captured, compargatocessing offices. The Reserve Banks
with 3.9 percent in 1998. Check-believe that, over the long run, standard-
imaging pilot programs at the Utica,ized platforms will enable them to
New York, and Helena, Montana, officesincrease operating efficiency, reduce

Activity in Federal Reserve Priced Services, 1999, 1998, and 1997

Thousands of items

Percent change

Service 1999 1998 1997
1998 to 1999 1997 to 1998

Commercial checks.............. 17,075,008 16,573,463 15,949,152 3.0 3.9
Funds transfers...... 105,408 100,609 91,800 4.8 9.6
Securities transfers. . b 5,147 5,115 4,136 6 23.7
Commercial ACH ................ . 3,343,615 2,965,739 2,602,892 12.7 13.9
Noncash collection............... 613 755 887 -18.8 -14.8
Cash transportation.............. 18 18 27 1.0 -32.6

Note. Components may not yield percentages showrof commercial items processed;nnncash collectiorthe
because of rounding. Activity inommercial checkis the  number of items on which fees are assessed; amdsh
total number of commercial checks collected, includingtransportation,the number of registered mail shipments
processed and fine-sort items; fonds transfersand  and FRB-arranged armored carrier stops.
securities transferghe number of transactions originated 1. Restatement resulting from a change in definition or
on line and off line; incommercial ACHthe total number to correct a previously reported error.
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costs, and improve the quality of service Depository institutions that do not
provided to depository institutions. Thehave an electronic connection to the
Reserve Banks’ Retail Payments ProdFedwire funds transfer system can origi-
uct Office will continue to manage thisnate transfers via “off-line” telephone
long-term initiative. instructions. The volume of off-line Fed-
wire funds transfers has been declining
. substantially in recent years. Because of
Ee(thélr?tlFundst Transfer and the decline and the small percentage

et >ettiemen of transfers that are originated off line
Reserve Bank operating expenses an@®.03 percent in 1999), the Federal
imputed costs for Fedwire funds transfeReserve began in 1998 to consolidate its
and net settlement services totaledfedwire off-line funds transfer opera-
$61.3 million in 1999. Revenue fromtions at the Federal Reserve Banks of
these operations totaled $66.8 milBoston and Kansas City. The consoli-
lion, and other income amounted todation, completed in March 1999, has
$2.3 million, resulting in net income of made it possible to streamline service
$7.8 million. and ensures uniform service nationwide.
To reflect more fully the costs of pro-
cessing off-line transfers and to encour-
age off-line customers having higher
The number of Fedwire funds transfergransfer volume to install electronic con-
originated by depository institutions nections, the off-line transaction sur-
increased 4.8 percent in 1999, tacharge was increased in February from
105.4 million. $12.00 to $13.00.

Fees for Fedwire funds transfers have
declined nearly 50 percent since 1996Net Settlement
In January 1999, the Reserve Banks
reduced the basic transfer fee fronTThe Reserve Banks provide settlement
$0.40 to $0.34. In February, the Bankservices to approximately 100 local
introduced a volume-based pricingand national private-sector clearing
structure for the funds transfer serviceand settlement arrangements. In 1999,
that takes into account the scale econdhe Reserve Banks processed about
mies achieved by centralized processing61,000 settlement entries for these
and recognizes differences in demandrrangements.
for large-value transfers. The pricing The Federal Reserve offers three
structure is similar to those used bytypes of settlement services. In the
other domestic and international large~settlement sheet” service, the settle-
value transfer systems. In 1999, thament agent for a clearinghouse provides
basic per-transfer fee of $0.34 was settlement sheet to a Reserve Bank.
charged for the first 2,500 funds transThe Reserve Bank posts net debit and
fers originated and received by a deposieredit entries to the accounts of the set-
tory institution each month; a per-tling participants. The entries are provi-
transfer fee of $0.27 was charged fosional until the banking day after settle-
additional transactions up to 80,000ment. In the Fedwire-based settlement
transfers each month; and a per-transfeservice, the clearinghouse uses a zero-
fee of $0.21 was assessed for everpalance settlement account to receive
transaction after 80,000 transfers eachnd send Fedwire funds transfers to
month. settle participants’ obligations. Fedwire

Funds Transfer
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funds transfers are final and irrevoca- The Reserve Banks processed
ble when processed. In March 19995.1 million transfers of government
the Reserve Banks implemented amgency securities on the Fedwire book-
enhanced settlement service that offersntry securities transfer system during
finality characteristics similar to thosethe year, an increase of 1.2 percent from
of the Fedwire funds transfer servicel9984
and provides settlement arrangements In February, the Reserve Banks
that include an automated mechanisnmplemented a fee structure for the
for submitting settlement files to thebook-entry service that splits the basic
Reserve Banks. This enhanced settléransfer fee equally between the origina-
ment service improves operational effitor and the receiver of a securities trans-
ciency and reduces settlement risk tder (rather than charge the entire trans-
participants by granting settlement finalfer fee to the originator). The fee for an
ity on the settlement day. It also enablesn-line Fedwire book-entry securities
the Reserve Banks to manage and limiransfer was reduced to $0.85, a 24 per-
risk by incorporating risk controls that cent reduction from 1998. Changing the
are as robust as those used in the Fedn-line transfer fee to a fee assessed
wire funds transfer service. The Reserven both senders and receivers more
Banks will continue to offer the accurately aligns the costs and benefits
Fedwire-based settlement service. Tho participants in a transfer. In July,
settlement sheet service, however, wilthe Reserve Banks began applying
be phased out gradually, and all partician account-maintenance fee of $15 to
pating arrangements will need to moveeach joint-custody securities account
to the enhanced service by year-entield by a customer, rather than to just
2001. the customer’s master accoudnt.

In 1999, the fees and fee structure for
the settlement sheet and the enhanc

: - 4. The revenues, expenses, and volumes
settlement services were revised by IOWr’eported here are for transfers of securities issued

ering the per-entry fee from $1-_00 tOpy federal government agencies, government-
$0.95, introducing a settlement file feesponsored enterprises, and international institu-

of $12.00, increasing both the off-linetions such as the World Bank. The Fedwire book-
Surcharge and the telephone notificatio(g,””y securities service also provides custody,

ansfer, and settlement services for U.S Treasury
surcharge from $10.00 to $13.00, an ecurities. The Reserve Banks act as fiscal agents

introducing a minimum monthly fee of of the United States when they provide transfer

$60. Fees for the Fedwire-based settleand safekeeping of U.S. Treasury securities, and

ment service were not changed. the Treasury Department assesses fees on deposi-
tory institutions for some of these services. For
more details, see the section “Fiscal Agency Ser-
vices” later in this chapter.

Fedwire Book-Entry Securities 5. Before the conversion of all Reserve Banks
to the National Book-Entry System (NBES),

Reserve Bank operating expense ccount maintenance fees for joint custody securi-
les accounts were different across the Reserve

and imputed C0$t§ for th.e I:Gd\’\”reBanks. During the transition to NBES, the interim
book-entry securities service totaledyricing practice for these accounts was standard-
$13.9 million in 1999. Revenue fromized to charge one account-maintenance fee per

these operations totaled $16.7 mil-customer regardless of the number of pledgees.

. . This interim practice achieved consistency and
lion, and other income amounted tominimized the effect on customers converting to

$0.6 m'iII.ion, resulting in net income of the new system but resulted in reduced revenue
$3.4 million. and incomplete recovery of processing costs.
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Depository institutions that do not In May, the Board requested com-
have an electronic connection to thements on the effect of modifying the
Fedwire securities transfer system cafeserve Banks' pricing practices and
originate transfers via “off-line” tele- deposit deadlines for ACH transactions
phone instructions. The volume of off-they exchange with private-sector opera-
line Fedwire securities transfers hadors. Board staff members met with
been declining substantially in recenttommenters in December to further dis-
years. Because of the decline and theuss private-sector-operator issues.
small percentage of transfers that are In November, the Board approved
originated off line (0.19 percent in modifications to the settlement finality
1999), the Federal Reserve began ifor ACH credit transactions processed
1998 to consolidate its Fedwire off-lineby the Reserve Banks. This approval,
securities transfer operations at thevhich will become effective in early
Federal Reserve Banks of Boston an@001, makes settlement final when
Kansas City. The consolidation, com-posted to depository institutions’ ac-
pleted in March 1999, has made it poseounts. To lower settlement risk, pre-
sible to streamline service and ensurefnding will be required for those ACH
uniform service nationwide. In 1999, thecredit transactions that are settled
$10 off-line securities transfer fee wasthrough a Federal Reserve account that
converted to an off-line surcharge ands monitored in real time.
was increased to $13 to be consistent
with the off-line surcharge in the Fed-Noncash Collection
wire funds transfer and net settlemen

services. Leeserve Bank operating expenses and

imputed costs for noncash collection
_ services totaled $2.0 million in 1999.
Automated Clearinghouse Revenue from noncash operations

Reserve Bank operating expenses arfgt@/ed $§'9 million, f.i”r.‘d other I"?CO“?e
imputed costs for commercial automate@mounted to $0.1 million, resulting in

clearinghouse (ACH) services totaled®! income of $1.0 million. The Jack-
$55.9 million in 1999. Revenue from sonville Branch of the F_ederal Reserve
ACH operations totaled $65.5 mil- Bank of Atlanta, which is the Reserve

i Banks' centralized processing site for

lion, and other income amounted to-¢ ;
$2.3 million, resulting in net income of this service, processed 613,000 noncash

$11.9 million. The Reserve Banks pro-collection items (coupons and bonds), a
cessed 3.3 billion ACH transactions, arflécrease of 18.8 percent from 1998.
increase of 12.7 percent from 1998. .

Fees for originating ACH transactionsCash Services
were reduced $0.0005 per transaction iBecause providing high-quality cur-

August. The reduction amounted to &ency and coin is a basic responsibility

decrease of 8.5 percent for originating &f the Federal Reserve, the Reserve

large file_ and 7.1 percent for originatingganks charge fees only for special cash

a small file. _ services and nonstandard acceSpe-
The Reserve Banks continued tqsja| cash services represent a very small

encourage the growth of electronic pay-

ments by participating during 1999 in 6. Nonstandard access is not treated as a priced

an ACH cross_—border pilot programseryice: instead, fees for nonstandard access are
between the United States and Canadatreated as a recovery of expenses.
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portion (less than 1 percent) of the cosDevelopments in
of overall cash services provided by theCurrency and Coin
Reserve Banks to depository insti-
tutions; these services include the proviThe Federal Reserve experienced
sion of wrapped coin, packaging of non-unprecedented demand for coin in 1999,
standard currency orders and deposits aghen the Mint and the Federal Reserve
well as coin deposits, and shipping ofpaid out more than $5.8 billion in coin,
currency and coin by registered mail. an 8.1 percent increase from 1998 and
The Cleveland District and the Helenaa 20.0 percent increase from 1997. The
Branch of the Minneapolis ReserveFederal Reserve worked closely with the
Bank provide wrapped coin as a pricedMint to move coin inventories around
service. The Chicago District providesthe System, replenishing low stocks at
currency in nonstandard packages, theertain Reserve Bank offices. Rather
Helena Branch provides coin in non-than have each office maintain its own
standard packages, and the El Paswmin inventories, the Reserve Banks’
Branch provides nonstandard packagcash Fiscal Product Office, located at
ing of same-day express cash ordershe Federal Reserve Bank of Philadel-
In addition, five Districts provide phia, began the centralized management
cash transportation by registered mailof coin. This effort will ensure an equi-
Reserve Bank operating expenses artdble supply of coin among the twelve
imputed costs for special cash serviceReserve Banks.
totaled $2.8 million in 1999. Revenue Contributing to the greater demand
from cash operations totaled $2.9 milfor coin in 1999 was the beginning of
lion, and other income amounted tothe Mint's 50 State Quarters program.
$0.1 million, resulting in net income of The Mint produced five different quar-

$0.2 million. ters in 1999, and the quarters were very
popular with the public. Historically, the
Float Mint produces about 1.5 billion quarters

. every year. The original forecast of need
Federal Reserve float decreased in 19§|ﬁ 15/9)/9 was 3.5 lgillion but the Mint

to a daily average of $584.4 million, 5y {6 increase production to 5 billion
from a daily average of $632.7 million hoca 56 of the extraordinarily high
in 19987 The Federal Reserve recover emand.

the cost of float associated with price Strong economic growth and robust

services as part of the fees for thoSeqajl sales in 1999 were probably also
Services. factors in the increase in demand for all
denominations of coin. Because of con-

7. The measure of Federal Reserve float useinued prosperity, consumers may not
here is different from that used in previous yearsfeel the need to spend the extra coin

it has been changed to make the figures morghey hold, thus reducing the amount of
comparable to those reported in the Board’scoin in circulation

weekly statistical releases. In previous years, daily .

average float was shown net of float recovered In f'sca,l year 1999, the Federal
through deposit adjustments; if the data here werRReserve directed the Bureau of Engrav-
calculated as in previous years, the figures for floaing and Printing to print 11.4 billion
$323.6 millon respecively. See footnote 6 of hep 005 &N inCrease of nearly 24 percent
pro forma financial statements at the end of thi{:rom its fiscal 199,8 order. AS. part of the
chapter for detailed information on FederalF€deral Reserve’s preparations for the

Reserve float. century date change, each Reserve Bank
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office increased its volume of currency The Reserve Banks establish uniform
available for potential increased pay-and consistent practices for account-
ments to depository institutions. ing for, reporting of, and billing for the
full costs of providing fiscal agency
and depository services to the U.S. gov-
- . 999, the Reserve Banks
Fiscal Agency and fénmem In 1999,

. . qguested reimbursement by the Trea-
Government Depository Services sury and other government agencies
The Federal Reserve Act provides thadf $294.8 million in fiscal agency and
when required by the Secretary of thelepository expenses, a decrease of
Treasury, Reserve Banks will act as fis$2.7 million from 1998.
cal agents and depositories of the United The Reserve Banks also worked with
States. As fiscal agents, Reserve BanKederal agencies to restructure certain
provide the Department of the Treasuryrederal Reserve services. The objec-
with services related to the federaltive was to assess services that are
debt. For example, they issue, transfegonducted at more than one location,
reissue, exchange, and redeem markegtuch as the redemption of Treasury and
able Treasury securities and savingagency interest coupons, and to central-
bonds; they also process secondary maize these operations to reduce expenses.
ket transfers initiated by depositorySome of these projects will be imple-
institutions. As depositories, Reservemented in 2000.
Banks collect and disburse funds on
behalf of the federal government. They_. .
also provide fiscal agency services ofriscal Agency Services

behalf of several domestic and interna-l-he Reserve Banks handle marketable
t'oﬁ’]‘l g%vernmenéagﬁn0|es. . H greasury securities and savings bonds
€ Reserve banks spent much oL,y monjtor the collateral pledged by

1999 preparing for a smooth transitio . P
into the year 2000. They worked withnggegf#rﬂg’mf”St't“t'ons to the federal

the Treasury and other governmen
agencies, including the Department o .
Defense, the Social Security Adminis—ivlarke‘[aIble Treasury Securities
tration, and the Department of Veteran®keserve Bank 1999 operating expenses
Affairs, to ensure the payment of gov-for activities related to marketable Trea-
ernment benefits into the new yeasury securities totaled $74.8 million, a
and to support the Treasury's debt2.5 percent increase from 1998. The
management program. These effortBanks processed nearly 253,000 com-
were part of the extensive planning proimercial tenders for government securi-
cess that contributed to the successfules in Treasury auctions, a 20.1 percent
transition into the new century. decline from 1998. Commercial tenders
The total cost of providing fiscal are processed at the New York, Chicago,
agency and depository services to thand San Francisco Reserve Banks using
Treasury in 1999 amounted to $255.6 common automated application known
million, compared with $250.9 million as the Treasury Automated Auction Pro-
in 1998 (table). The cost of providing cessing System.
services to other government agencies The Reserve Banks operate two book-
was $39.3 million, compared with entry securities systems for Treasury
$46.6 million in 1998. securities: the Fedwire book-entry secu-

Developments in
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Expenses of Federal Reserve Banks for Fiscal Agency and Depository Services,
1999, 1998, and 1997

Thousands of dollars

Agency and service 1999 1998 1997

DEPARTMENT OF THE TREASURY
Bureau of the Public Debt

Savings bonds . ... .. 70,285.8 71,401.8 70,340.4
Treasury DIreCt .. .....ovui i .. 40,446.2 35,859.1 35,440.4
Commercial book entry. ..o, . 15,744.2 17,880.4 26,809.4
Marketable Treasury issues......................... . 13,715.1 15,530.5 14,855.4
Definitive securities and Treasury coupons........... 4,886.7 3,734.2 3,618.9
Other ServiCes . ... ..o .. 100.4 83.7 n.a.

Total oo .. 145178.4 144,489.7 151,064.5
Financial Management Service
Treasury tax and loan and Treasury general account. 34,971.0 35,428.2 35,265.9
Government check processing......................| . 33,365.4 34,096.4 26,548.0
Automated clearinghouse.....................c....0 . 11,263.4 11,716.0 14,477.3
Government agency check deposits................. . 2,422.7 2,731.0 2,795.3
Fedwire funds transfers............. ...l . 187.7 186.3 422.0
Other ServiCes. . ... .. 20,4235 16,045.2 20,994.2

Total . .. 102,633.7 100,203.1 100,502.7
Other Treasury

Total oo .. 7,786.8 6,237.6 3,840.0

Total, Treasury.........ccoveviiiiiiiinainainns . 255,598.9 250,930.4 255,407.2

OTHER FEDERAL AGENCIES
Department of Agriculture

FOOd COUPONS ...t .. 18,643.9 24,452.4 25,495.7
U.S. Postal Service
Postal money orders. ... . 6,623.3 5,275.3 6,108.7
Miscellaneous agencies
Other SEIVICES . ...ttt .. 13,983.0 16,850.6 17,042.1
Total, other agencies......................... . 39,250.2 46,578.3 48,646.5
Total reimbursable expenses. ....................... | . 294,849.1 297,508.7 304,053.7

n.a. Not available.

rities system, which provides custodydecline from 1998. They also processed
and transfer, and Treasury Direct, whicl26.6 million interest and principal pay-
provides custody services orf\Almost ments for Treasury and government
all book-entry Treasury securities,agency securities, a decrease of 0.2 per-
97.4 percent of the total par value outcent from 1998.
standing at year-end 1999, were main- Treasury Direct, operated by the
tained on Fedwire; the remainder werdéPhiladelphia Reserve Bank, is a system
maintained on Treasury Direct. of book-entry securities accounts for
The Reserve Banks in 1999 pro-nstitutions and individuals planning to
cessed 8.1 million Fedwire transfershold their Treasury securities to matu-
of Treasury securities, a 9.0 percentity. The Treasury Direct system holds
more than 721,000 accounts. During
8. The Fedwire book-entry securities mechal999, the Reserve Banks processed
nism is also used for safekeeping and transfer afiearly 239,000 tenders for Treasury
securities issued by federal gov_ernment agencieDireCt customers Seeking to purchase
?Ovemm‘?misr’onsored enterprises, and Internaq 551y securities at Treasury auctions
ional institutions. For more details, see the section o -
“Fedwire Book-Entry Securities” earlier in this @and handled 0.6 million reinvestment
chapter. requests; the number of tenders was
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22.7 percent lower than in 1998, andion. In 1998, the Treasury started to
the number of reinvestment requestexpand the services offered to investors
was 45.5 percent lower. The Philadelelectronically; for example, individuals
phia Reserve Bank issued 6.4 millioncan purchase Treasury securities and
payments for discounts, interest, andavings bonds on the Treasury’s web
redemption proceeds; the Treasurgite, and investors can use a touch-tone
Direct facility was also used to origi- telephone to reinvest their maturing
nate 2.8 million payments for savingsTreasury securities or to request state-
bonds and more than 41,000 interestnents of account. Throughout the sum-
payments for definitive (paper) Treasurymer, the Reserve Banks conducted an
issues. extensive information program to reduce
In May, the Reserve Banks startedhe effect on walk-in customers.
working with Treasury to reduce the As a service to Treasury Direct inves-
number of sites that provide Treasuryors, the Chicago Reserve Bank, through
Direct customer service from thirty-the Sell Direct program, continued
seven to three—Boston, Minneapolisto sell investors’ Treasury securities
and Dallas—and to enhance customesn the secondary market for a fee.
service for Treasury Direct investors.In Sell Direct's second full year, the
A few Treasury Direct offices moved Bank sold nearly 16,000 securities
their investors’ accounts to new serworth $581.2 million, compared with
vicing locations in 1999, but the more than 16,000 securities worth
majority will move sometime in 2000. $510.6 million in 1998. The Bank
By 2001, all applications to purchasecollected almost $535,000 in fees on
reinvest, and redeem Treasury securitidsehalf of the Treasury, a decrease of
will go to one of the three consolidated2.7 percent from the $550,000 in fees
sites, where they will receive the samecollected in 1998.
quality and type of service as before.
The Philadelphia Reserve Bank will
continue to operate the Treasury Direc
application. Reserve Bank operating expenses for
As part of the Treasury Direct con-savings bond activities totaled $70.3
solidation, the Reserve Banks began tmillion in 1999, a decrease of 1.5 per-
design automation support for a toll-freecent from 1998. The Banks printed and
customer contact center for Treasurynailed 40.5 million savings bonds on
Direct customers. The center will routebehalf of the Treasury’s Bureau of the
calls to a variety of electronic servicesPublic Debt, a 10.3 percent decline
available from the Treasury or connecfrom 1998. In the first full year that
the investor to the next available agenthe inflation-indexed Series | savings
at one of the three Reserve Bankshond was offered, the Reserve Banks
regardless of the caller’s location. processed nearly 160,000 original-issue
At the Treasury’'s direction, the transactions for the Series | savings
Reserve Banks eliminated walk-in serbond and 7.0 million original-issue
vices for Treasury securities and savingtransactions for the Series EE savings
bond investors in September. Only a fewbond. They also processed approxi-
customers were using this costly sermately 550,000 redemption, reissue, and
vice, and the number of Federal Reservexchange transactions, a 9.0 percent
offices that processed these transactiomecrease from 1998. The Reserve Banks
was declining as a result of consolidatesponded to 1.6 million service calls

?avings Bonds
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from owners of savings bonds, approxi-1998 to 1999, and the volume of
mately the same number as in 1998. tax payments submitted electronically
The Reserve Banks continued tadecreased 4.0 percent. The Reserve
enhance the automation aspects dBanks also received a small number of
savings bond processing. Following aax payments directly.
successful pilot program in 1998, all Depository institutions that receive
savings bond processing sites impletax payments may either place the funds
mented digital scanning software,in a Treasury tax and loan (TT&L)
which converts paper applications subaccount or remit the funds to a Reserve
mitted by banks across the country intdank. The Federal Reserve controls the
an electronic medium. Work also contin-collateral pledged to secure federal tax
ued on a distributed processing autopayment deposits held by depository
mation platform for savings bondsinstitutions. The Minneapolis Reserve
to replace several current mainframéBank operates an automated system
applications. through which businesses pay taxes that
Savings bond operations are conare due on the same day the tax liability
ducted at five Reserve Bank officesis determined. These electronic tax pay-
Buffalo, Pittsburgh, Richmond, Minne- ments, a part of the Treasury's Elec-
apolis, and Kansas City. All five officestronic Federal Tax Payment System
process transactions, but only the Pittst(EFTPS), are invested in depository
burgh and Kansas City offices print andnstitutions’ TT&L balances via the
mail savings bonds. Federal Reserve’'s TT&L mechanism.
In 1999, this electronic tax application
processed approximately 164,000 tax
Depository Services payments from 7.8 million taxpayers
o totaling $201.0 billion. Approximately
The Reserve Banks maintain the Treag3 6 percent of business taxes are col-
sury's funds account, accept depositfected electronically. Most EFTPS pay-
of federal taxes and fees, pay checkgents are made via ACH to accounts
drawn on the Treasury’s account, angnaintained by two commercial banks as
make electronic payments on behalf offreasury’s financial agents.
the Treasury. In 1999, work continued on a new
automated program to be implemented
in mid-2000, the Treasury Investment
Program (TIP), which will replace the
Reserve Bank operating expenses réwelve existing TT&L applications
lated to federal tax payment activities inwith a single application and database.
1999 totaled $35.0 million. The BanksBesides centralizing this function, TIP
processed approximately 44,000 papealso provides the Treasury with invest-
and 4.8 million electronic advices ment capabilities. The new program will
of credit from depository institutions process only electronic tax payments,
handling tax payments for businessewhich constitute most business tax pay-
and individuals. Advices of credit arements today. A separate application,
notices from depository institutions tocalled Patax (paper tax processing
the Federal Reserve and the Treasurgystem), will automate the handling
that summarize taxes collected on &f paper tax payments. The St. Louis
given day. The volume of paper adviceRReserve Bank, acting on behalf of all
of credit declined 80.9 percent fromthe Reserve Banks, will truncate paper

Federal Tax Payments
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tax coupons when the TIP application igime purchasers of government securi-
implemented. ties through Treasury Direct.

In 1999, the Reserve Banks continued
to operate the check-imaging system,
implemented in 1998, that captures and
Reserve Bank operating expenses restores digital images of all U.S. govern-
lated to government payment operationment checks for the Treasury’s Finan-
in 1999 amounted to $47.2 million. Thecial Management Service. This service
Treasury continued to encourage eledmproves processing efficiency for the
tronic payments: ACH transactions pro-U.S. Treasury and lowers its operat-
cessed for the Treasury amounted ting costs. In 1999, the Reserve Banks
823.6 million, an increase of 9.4 per-imaged 80.1 percent of all the U.S. gov-
cent from 1998. Most government pay-ernment checks they processed, com-
ments made via the ACH are sociapared with 42.3 percent in 1998.
security, pension, and salary payments;
some are payments to vendors. Alseryices Provided to Other Entities
recurring Treasury Direct payments and . )
many definitive securities interest pay-The Reserve Banks provide fiscal
ments are made via the ACH. agency and depository services to other

In support of the Treasury’s effort domestic and inte_rnational agencies
to make payments electronically, thevhen they are required to do so by the
Federal Reserve Bank of Dallas impleSecretary of the Treasury or when they
mented Electronic Transfer Accounts irf€ required or permitted to do so by
1999. The accounts give beneficiaries ofederal  statute. Depending on the
federal payments who do not have ban@uthpnty under which the services are
accounts access to low-cost transactioprovided, the Reserve Banks may
accounts at federally insured depositor¢l) maintain book-entry accounts of
institutions. The Dallas Bank will man- government agency securities and
age enrollment of depository institutionshandle their transfex,(2) provide cus-
that want to provide these accounts antPdy for the stock of unissued definitive
will help payment recipients and othersSecurities, (3) maintain and update bal-
locate institutions that are authorized t@nces of outstanding book-entry and
offer the accounts. definitive securities for issuers, (4) per-

The Treasury continues to reduce thérm various other securities-servicing
number of payments it makes by papefctivities, (5) maintain funds accounts
check. The Reserve Banks processd@’ SOme government agencies, and
288.2 million paper government checkd6) provide various payments services.
in 1999, a decrease of 10.3 percent One such service is the provision
from 1998. The Banks also issuedPf food coupon services for the U.S.
nearly 609,000 paper fiscal agenc:)Department. of Agriculture. Reserve
checks, a decrease of 22.5 percent frofg@nk operating expenses for food cou-
1998. Fiscal agency checks were useBON Services in 1999 totaled $_18.6 mil-
primarily to pay semiannual interest onlion, 24.1 percent lower than in 1998.
registered, definitive Treasury notes and————

bonds and on Series H and HH savings 9. The Federal Reserve tracks the transfer and
account maintenance of agency securities as a

b_onds; some were use@_ to pay the prlrEriced service to depository institutions. No
cipal of maturgd securities and COUPONexpenses of providing these services to depository
and to make discount payments to firstinstitutions are charged to the agencies.

Payments Processed for the Treasury
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The Banks redeemed 1.2 billion foodThe new network will improve the
coupons, a decrease of 33.3 percerspeed, reliability, and performance of
from 1998. As a result of the Depart-depository institutions’ electronic con-
ment of Agriculture’s program to pro- nections during contingencies and will
vide benefits electronically, the volumeprovide the capacity and flexibility to
of paper food coupons redeemed bwupport new electronic services that will
the Reserve Banks is expected to conise web-based technologies. The new
tinue to decline. In 1999, the Richmondnetwork will also enable the Federal
Reserve Bank helped facilitate the elimi-Reserve to introduce efficiencies into
nation of paper food coupons through itsts internal IT operations by facilitating
Account Management Agent softwarefurther standardization and consolida-
which monitors funding requests fortion of processing resources.
electronic benefit transfer and reports In 1999, the Federal Reserve com-
payment activity. pleted installation of Triple DES,
As fiscal agents of the United Statesan advanced application of the Data
the Reserve Banks also process akncryption Standard (DES), on its inter-
postal money orders deposited by banksal network and deployed Triple DES
for collection. The Reserve Banksto approximately 12,000 Fedline con-
processed 225.9 million postal moneynections, which give depository insti-
orders in 1999, 6.2 percent more than inutions access to a variety of Federal
1998. Much of this work is centralized Reserve services. The Federal Reserve
at the St. Louis Reserve Bank. In 1999adopted Triple DES as its encryption
that Bank worked with the U.S. Postalmethod in 1998 to strengthen protection
Service to design an image-capture seof information transmitted electronically
vice for postal money orders, similaramong Reserve Banks and to depository
to the service provided for Treasuryinstitutions. As part of the frame relay
checks. When the Bank implements thisietwork conversion, those depository
service in 2000, the digital files of paidinstitutions that connect to the Federal
money orders will facilitate the PostalReserve via computer interface will be
Service’s accounting, reconcilementgconverted to Triple DES.
and claims processes. During 1999, several depository insti-
tutions participated in a successful pilot
program of Fedline for Windows
(FLW). Concurrent with application
Although year 2000 preparations domitesting, a significant effort was under-
nated Federal Reserve information techtaken to improve the security of the new
nology activities in 1999, a number of FLW platform. The security enhance-
strategic initiatives were undertaken taments are directed at authenticating
improve the IT infrastructure over theFLW operators, encrypting informa-
next several years. In 1999, the Federalon, and interconnecting FLW with the
Reserve initiated a plan to modernizeadministrative systems of depository
the current telecommunications netdinstitutions. Conversion of dial custom-
work, Fednet, that supports both exterers from the Federal Reserve's current
nal electronic connections between th®OS Fedline platform to the new FLW
Federal Reserve and depository instiplatform is expected to begin in late
tutions and internal communications2000. Deployment of FLW will also
among Reserve Banks: Fednet will beenable the Federal Reserve to complete
upgraded with frame relay technologyits Triple DES initiative.

Information Technology
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Reserve Banks continue to make In 1999, the division’s attentions at
significant progress in using the Worldthe Reserve Banks focused on rendering
Wide Web as a service-delivery chanan opinion, using a format consistent
nel. The Federal Reserve is developwith the integrated COSO framework,
ing an overall strategy for providing on each District’s internal control sys-
access to services through web browsdeem. The scope of these examinations
interfaces. In 1999, the Federal Reservimcluded comprehensive reviews of each
planned the implementation of a publicBank’s internal control system in terms
key infrastructure strategy to secureof the five COSO control components:
external access to its services. Depostontrol environment, risk assessment,
tory institutions are currently con- control activities, information and com-
ducting pilot programs of check- munication, and monitoring.
imaging, cash services, Treasury auc- Each year, to assess compliance with
tion, and statistical-reporting web-basedhe policies established by the Federal
applications. Reserve’'s Federal Open Market Com-
mittee (FOMC), the division examines
the accounts and holdings of the System
Open Market Account at the Federal
Reserve Bank of New York and the
Section 21 of the Federal Reserve Acforeign currency operations conducted
requires the Board of Governors to ordeby that Bank. In addition, a public
an examination of each Federal Reservaccounting firm certifies the schedule of
Bank at least once a year; the Boargbarticipated asset and liability accounts
assigns this responsibility to its Divisionand the related schedule of participated
of Reserve Bank Operations and Payincome accounts at year-end. Division
ment Systems. The Board engages personnel follow up on the results of
public accounting firm to perform anthese audits. The FOMC receives the
annual audit of the combined financialexternal audit reports and the report on
statements of the Reserve Banks (sebe division’s follow-up.
the section “Federal Reserve Banks
Combined Financial Statements”). The,
public accounting firm also audits thelncome and Expenses
annual financial statements of each oThe accompanying table summarizes the
the twelve Banks. The Reserve Bankincome, expenses, and distribution of
use the framework established by theet earnings of the Federal Reserve
Committee of Sponsoring OrganizationBanks for 1998 and 1999.
of the Treadway Commission (COSO) Total income in 1999 was
in assessing their internal controls ove$29,347 million, compared with
financial reporting, including the safe-$28,149 million in 1998. In 1999, total
guarding of assets. Within this frame-income included revenue from fees
work, each Reserve Bank annually profor the provision of priced services of
vides an assertion letter to its board o836 million. Total expenses were
directors confirming adherence to the$2,552 million ($1,532 million in oper-
COSO standards, and a public accoungting expenses, $321 million in earnings
ing firm certifies management's assereredits granted to depository institutions,
tion and issues an attestation report t§485 million in assessments for the cost
the Bank’s board of directors and to theof new currency, and $214 million in
Board of Governors. assessments for other expenditures by

Financial Examinations of
Federal Reserve Banks
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Income, Expenses, and Distribution of Net Earnings
of Federal Reserve Banks, 1999 and 1998

Millions of dollars

ltem 1999 1998
CUITENE INCOME. . ..ttt e e et e e e ... 29,347 28,149
CUITENE BXPENSES . . .ottt e ettt ettt e 1,852 1,833
Operating eXPENSES .. .. ...ttt L. 1,532 1,487
Earnings credits granted. ............... i .. 321 346
Current NEtINCOME. ... ..ottt ... 27,495 26,316
Net additions to (deductions from,) current net income.............. -526 1,914
Cost of unreimbursed services to Treasury ............c..vveveuennn. . 8 8
Assessments by the Board of Governors..............c..coivvvenn. . 699 587
For expenditures of Board......... ..o .. 214 178
FOr COSt Of CUITENCY. . .. oot L.. 485 409
Net income before payments to Treasury..................coooennn. . 26,262 27,636
Dividends Paid . .. .....ouii e s 374 343
Transferred t0 SUIPIUS. . ... ..ot L. 479 732
Payments t0 Treasuly. . .. .o.uuue i L., 25,410 26,561

Notk. In this and the following table, components 1. Includes a net periodic credit for pension costs of
may not sum to totals because of rounding. $367 million in 1999 and $288 million in 1998.
2. Interest on Federal Reserve notes.

the Board of Governors). Unreimbursedion of dividends paid and of the amount
expenses for services provided to th@ecessary to bring the surplus of the
Treasury and other government entitieReserve Banks to the level of capital
amounted to $8 millioA? paid in.

The profit and loss account showed In the “Statistical Tables” section of
a net loss of $526 million. The loss wasthis ReporT, table 5 details the income
due primarily to unrealized losses omand expenses of each Reserve Bank for
assets denominated in foreign curreni1999, and table 6 shows a condensed
cies revalued to reflect current markestatement for each Bank for 1914-99. A
exchange rates. Statutory dividends paidetailed account of the assessments and
to member banks totaled $374 million,expenditures of the Board of Governors
$31 million more than in 1998; the appears in the section “Board of Gover-
increase reflects an increase in the capirors Financial Statements.”
tal and surplus of member banks and a
consequent increase in the paid-in capi-
tal stock of the Reserve Banks. Holdings of Securities

Payments to the Treasury in the formand Loans
of interest on Federal Reserve noteﬁ_ .
totaled $25,410 million in 1999, down | "€ Reserve Banks average daily hold-

from $26,561 million in 1998 the pay- ings of securities and loans during 1999
ments equal net income after the dedu

@amounted to $495,606 million, an
Increase of $48,511 million from 1998

10. The Reserve Banks bill the Treasury an see table). Holdings of U.S. govern-
other government entities for the cost of certain. ent Secuntle$ increased $4.8’451 mil-
services, and the portions of the bills that are not!ON, and holdings of loans increased
paid are reported as unreimbursed expenses.  $60 million.
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Securities and Loans of Federal Reserve Banks, 1997-99
Millions of dollars, except as noted

us.
Item and year Total government Loans?
securitie

Average daily holdings

1S 7 .. 417,805 417,529 277
1998 . . 447,095 446,933 161
1999 . .. 495,606 495,384 221
Earnings
1907 .. 25,714 25,699 15
1998 . .. 26,851 26,842 9
1999 . .. 28,227 28,216 11
Average interest rate (percent)
1997 . . 6.15 6.16 5.27
1998 . . . 6.01 6.01 5.44
1999 . . 5.70 5.70 5.02

1. Includes federal agency obligations. 3. Based on holdings at opening of business.

2. Does not include indebtedness assumed by the Fed-
eral Deposit Insurance Corporation.

The average rate of interest earne®alt Lake City Branches. Other multi-
on the Reserve Banks’ holdings of govyear renovation programs continued at
ernment securities declined to 5.70 perthe New York Bank's headquarters
cent from 6.01 percent in 1998, andbuilding and the San Francisco Bank’s
the average rate of interest earned oSeattle Branch.
loans declined to 5.02 percent from The multiyear leasehold improve-
5.44 percent. ments program continued for the New
York Reserve Bank’s new leased office
. facility in New York City, and some
Volume of Operations staff members have moved into the new
Table 8 in the “Statistical Tables” sec- offices. The Kansas City Bank contin-
tion shows the volume of operations inued to analyze options for expanding its
the principal departments of the Federaheadquarters parking facility.

Reserve Banks for the years 1995 The Board of Governors approved the
through 1999. installation of exterior security enhance-
ments for the Richmond Reserve Bank’s
. headquarters building. It also approved
Federal Reserve Bank Premises the selection of the site for the San Fran-
In 1999, the design of the Atlantacisco Bank’s new currency-processing
Reserve Bank’s new headquarters buildfacility in Phoenix; the facility’s design
ing was completed and constructionvas completed, and construction is
began, and construction of the Bank'planned to begin in 2000. Finally,
new Birmingham Branch building con-the Board approved the Dallas Bank’s
tinued. Multiyear renovation programsrequest to begin a new building program
were completed at the Kansas Cityfor its Houston Branch and approved the
Bank’s Oklahoma City Branch and atselection of a site. Analysis of options
the San Francisco Bank’s Portland andor developing the site is continuing.=
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Pro Forma Financial Statements for Federal Reserve Priced Services

Pro Forma Balance Sheet for Priced Services, December 31, 1999 and 1998
Millions of dollars

Item 1999 1998
Short-term assetéNote 1)
Imputed reserve requirements
on clearing balances .......... 777.2 725.3
Investment in marketable securities |. .. 6,994.8 6,527.7
Receivables.......................| . 78.2 76.8
Materials and supplies 4.2 4.4
Prepaid expenses.................. . 24.4 20.4
Items in process of collection....... 3,747.8 4,272.5
Total short-term assets. ...... 11,626.5 11,626.9
Long-term assetéNote 2)
Premises. .......ooovviiiiiiiiin., . 431.7 398.6
Furniture and equipment........... 146.5 127.6
Leases and leasehold improvements .. 59.5 26.8
Prepaid pension costs.............. 542.8 437.3
Total long-term assets. . .. ... | 1,180.5 990.4
Totalassets.........covvvevnennnn. . 12,807.0 12,617.3
Short-term liabilities
Clearing balances and balances
arising from early credit
of uncollected items........... 7,996.3 8,011.8
Deferred-availability items.......... 3,523.5 3,513.7
Short-termdebt.................... . 106.7 1015
Total short-term liabilities. . . .. 11,626.5 11,626.9
Long-term liabilities
Obligations under capital leases.. .. .0 .0
Long-termdebt..................... . 237.2 193.6
Postretirement/postemployment
benefits obligation............. 231.2 217.4
Total long-term liabilities . . . .. 468.5 411.0
Total liabilities ..................... . 12,095.0 12,037.9
EQUItY ©voveeeeeeieaeeen . 712.0 579.4
Total liabilities and equity (Note 3) . 12,807.0 12,617.3

Note. Components may not sum to totals because of The accompanying notes are an integral part of these
rounding. pro forma priced services financial statements.
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Pro Forma Income Statement for Federal Reserve Priced Services, 1999 and 1998
Millions of dollars

Item 1999 1998

Revenue from services provided

to depository institutions (Note 4).. ... 835.9 816.0
Operating expenses (Note 5)............. 692.7 654.1
Income from operations.................. . 143.2 161.9

Imputed costs (Note 6)

Interest on float 8.7 16.2

Interest on debt 18.5 17.0

Salestaxes........ 9.8 8.7

FDIC insurance 2.7 39.7 1.4 43.4
Income from operations after

imputed COStS. . ... . 103.5 118.5

Other income and expenses (Note 7)

Investmentincome.................... . 337.3 352.0

Earnings credits............. . -305.5 31.7 -328.2 23.7
Income before income taxes. 135.3 142.3
Imputed income taxes (Note 8)........... 43.3 45.7
Netincome(Note 9) ...................... . 92.0 96.6
Mewmo: Targeted return on equity (Note 10)| .. 57.2 66.8

Note. Components may not sum to totals because of The accompanying notes are an integral part of these
rounding. pro forma priced services financial statements.

Pro Forma Income Statement for Federal Reserve Priced Services, by Service, 1999
Millions of dollars

Com- Funds
h Book- Com-
mercial | transfer h Noncash Cash
Item Total check and net se?:rsjtrri)t/ies nl\ecr:(':_:al collection | services

collection | settlemen

Revenue from services

(Note 4) ............... 835.9 681.0 66.8 16.7 65.5 2.9 2.9
Operating expenses

(NOte 5) . 692.7 589.2 54.8 11.8 47.8 14 2.7
Income from operations. ... .. 143.2 91.7 12.1 5.0 17.7 15 2
Imputed costs (Note 6)...... 39.7 33.5 29 6 25 1 .0
Income from operations

after imputed costs.. ... 103.5 58.2 9.2 4.4 15.2 1.4 1
Other income and expenses

net (Note 7) ........... 31.7 26.3 23 6 23 1 1
Income before income taxes|.. 135.3 84.6 115 5.0 17.4 15 2
Imputed income taxes

(Note 8) ............... 433 271 37 16 56 5 1
Net income(Note 9) ........ 92.0 57.5 7.8 34 11.9 1.0 2
MEewMmo: Targeted return on

equity (Note 10)........ 57.2 46.1 5.3 1.0 4.6 1 1

Note. Components may not sum to totals because of The accompanying notes are an integral part of these
rounding. pro forma priced services financial statements.
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FEDERAL RESERVE BANKS

NOTES TO FINANCIAL STATEMENTS FOR PRICED SERVICES

(1) SHORT-TERM ASSETS short-term liabilities include clearing balances maintained

The imputed reserve requirement on clearing balance { Reserve Bank_s a!‘_d. deposn_balances arising from float.
ther long-term liabilities consist of accrued postemploy-

held at Reserve Banks by depository msﬂtuﬂqns reflects ment and postretirement benefits costs and obligations on
treatment comparable to that of compensating balancecsa ital leases
held at correspondent banks by respondent institutions. P '
The reserve requirement imposed on respondent balances

must be held as vault cash or as non-earning balancd4) REVENUE

maintained at a Reserve Bank; thus, a portion of priceheyenue represents charges to depository institutions for
services clearing balances held with the Federal Reserygiced services and is realized from each institution

is shown as required reserves on the asset side of thgrough one of two methods: direct charges to an institu-

balance sheet. The remainder of clearing balances ign's account or charges against its accumulated earn-
assumed to be invested in three-month Treasury bill§ngs credits.

shown as investment in marketable securities.
Receivables are (1) amounts due the Reserve Banks f?ué
. . OPERATING EXPENSES

priced services and (2) the share of suspense-account a

difference-account balances related to priced services. Operating expenses consist of the direct, indirect, and
Materials and supplies are the inventory value of shortether general administrative expenses of the Reserve

term assets. Banks for priced services plus the expenses for staff
Prepaid expenses include salary advances and travelembers of the Board of Governors working directly on
advances for priced-service personnel. the development of priced services. The expenses for

Items in process of collection is gross Federal ReservBoard staff members were $3.4 million in 1999 and
cash items in process of collection (CIPC) stated on &2.8 million in 1998. The credit to expenses under
basis comparable to that of a commercial bank. It reflectSFAS 87 (see note 2) is reflected in operating expenses.
adjustments for intra-System items that would otherwise The income statement by service reflects revenue, oper-
be double-counted on a consolidated Federal Resenating expenses, and imputed costs. Certain corporate
balance sheet; adjustments for items associated with nooverhead costs not closely related to any particular priced
priced items, such as those collected for governmenservice are allocated to priced services in total based on
agencies; and adjustments for items associated withn expense-ratio method, but are allocated among priced
providing fixed availability or credit before items are services based on management decision. Corporate over-
received and processed. Among the costs to be recoverbééad was allocated among the priced services during
under the Monetary Control Act is the cost of float, or net1999 and 1998 as follows (in millions):

CIPC during the period (the difference between gross

CIPC and deferred-availability items, which is the portion 1999 1998
of gross CIPC that involves a financing cost), valued at — —
the federal funds rate. Check .............ooiitt .0 27.1
ACH ..., .0 .0
(2) Loa-Term Assers Boocenty. o e %
Consists of long-term assets used solely in priced sefNoncash collection......... 0 1
vices, the priced-services portion of long-term assetSPecial cash services. ... 0 1
shared with nonpriced services, and an estimate of th?. _______________________ 1.7 46.9

assets of the Board of Governors used in the developmen{)tal
of priced services. Effective Jan. 1, 1987, the Reserve

Banks implemented the Financial Accounting Standards Total operating expense on the income statement by
Board’'s Statement of Financial Accounting Standardsservice does not equal the sum of operating expenses for
No. 87, Employers’ Accounting for PensiofSFAS 87).  €ach service because of the effect of SFAS 87. Although

f ; ; he portion of the SFAS 87 credit related to the current
Accordlngly,f ;Z%SRSese'lrl\'/e Bar;l;sggrecc:jg;g‘;(i Cr.ﬁd'ts.t ear is allocated to individual services, the amortization
expenses o - miflion in and $o/.1 Milion NGt the jnitial effect of implementation is reflected only at
1998 and corresponding increases in this asset account.the System level.

(3) LIABILITIES AND EQUITY (6) IMPUTED COSTS

Under the matched-book capital structure for assets thagnputed costs consist of interest on float, interest on debt,
are not “self-financing,” short-term assets are financedsales taxes, and the FDIC assessment. Interest on float is
with short-term debt. Long-term assets are financed witlerived from the value of float to be recovered, either
long-term debt and equity in a proportion equal to theexplicitly or through per-item fees, during the period..
ratio of long-term debt to equity for the fifty largest bank Float costs include costs for checks, book-entry securi-

f ; ; ; ies, noncash collection, ACH, and funds transfers.
holding companies, which are used in the model for thd Interest is imputed on the debt assumed necessary to

private-sector adjustment factor (PSAF). The PSAF confinance priced-service assets. The sales taxes and FDIC
sists of the taxes that would have been paid and the retutissessment that the Federal Reserve would have paid had
on capital that would have been provided had pricedt been a private-sector firm are among the components of
services been furnished by a private-sector firm. Othethe PSAF (see note 3).
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Float costs are based on the actual float incurred for Because clearing balances relate directly to the Federal
each priced service. Other imputed costs are allocateBeserve’s offering of priced services, the income and cost
among priced services according to the ratio of operatingssociated with these balances are allocated to each ser-
expenses less shipping expenses for each service to thiee based on each service's ratio of income to total
total expenses for all services less the total shippingncome.
expenses for all services.

The following list shows the daily average recovery of (8) Income Taxes
actual float by the Reserve Banks for 1999 in millions of ) .
dollars: Imputed income taxes are calculated at the effective tax

rate derived from the PSAF model (see note 3).

Total float 584.4

Unrecovered float 213 (9) ApJUSTMENTS TO NET INCOME FOR PRICE SETTING

glé)artcsegbcj)?(;é::%rztr:oﬁ?lloat 563.1 In setting fees, certain costs are excluded in accordance
I“ | very bal 56.2 with the System’s overage and shortfalls policy and its
:COTed‘.’” tt:earltng alances 3853 automation consolidation policy. Accordingly, to com-
Disr_eocta::r{;rsgg]gn S 2055 pare the financial results reported in this table with the

879 projections used to set prices, adjust net income as fol-
(87.9) lows (amounts shown are net of tax):
Unrecovered float includes float generated by services

Per-item fees

to government agencies and by other central bank ser- 1999 1998
vices. Float recovered through income on clearing bal :

ances is the result of the increase in investable cIearingﬁltO'szcgﬂgr]‘ of the initial 918 96.6
balances; the increase is produced by a deduction for flo

: - . ) effect of implementing
for cash items in process of collection, which reduces SEAS 87 . -10.2 ~10.2

imputed reserve requirements. The income on clearin h
balances reduces the float to be recovered through Othgrefe(rzgendsglci)g;sﬂg;automatlon “1.2 ~145
means. As-of adjustments and direct charges refer to float S —c —

that is created by interterritory check transportation anc\djusted netincome....... 80.4 71.9

the observance of non-standard holidays by some deposi-

tory institutions. Such float may be recovered from the

depository institutions through adjustments to institution(10) RETURN o Equity

reserve or clearing balances or by billing institutionsThe after-tax rate of return on equity that the Federal
directly. Float recovered through direct charges and perReserve would have earned had it been a private business
item fees is valued at the federal funds rate; float recovfirm, as derived from the PSAF model (see note 3). This
ered through per-item fees has been added to the cogtmount is adjusted to reflect the recovery of $1.2 million

base subject to recovery in 1999. of automation consolidation costs for 1999 and $14.5 mil-
lion for 1998. The Reserve Banks recovered these
(7) OTHER INCOME AND EXPENSES amounts, along with a finance charge, by the end of 1999.

Consists of investment income on clearing balances and
the cost of earnings credits. Investment income on clear-
ing balances represents the average coupon-equivalent
yield on three-month Treasury bills applied to ttoeal
clearing balance maintained, adjusted for the effect of
reserve requirements on clearing balances. Expenses for
earnings credits granted to depository institutions on their
clearing balances are derived by applying the average
federal funds rate to theequired portion of the clearing
balances, adjusted for the net effect of reserve require-
ments on clearing balances.
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The Board of Governors and the
Government Performance and Results Act

Under the Government Performance andpecific targets for some of the perfor-
Results Act of 1993, federal agenciesnance measures identified in the strate-
are required, in consultation with thegic plan. It also described the operational
Congress and outside stakeholders, torocesses and resources needed to meet
prepare a strategic plan covering dhose targets and discussed validation
multiyear period and to submit annualand verification of results.

performance plans and performance The strategic and performance plans
reports. Though not required to do soare available on the Board's public
the Board of Governors is voluntarilyweb site (www.federalreserve.gov/
complying with the act’s requirements. boarddocs/rptcongress). A summary of
the goals and objectives set forth in
Strategic and Performance Plans those plans is given in the next section.
The Board sent its strategic plan for thegpals and Objectives

period 1997-2002 to the Congress in )
October 1997. The document states théhe Federal Reserve has three interre-
Board’s mission, articulates major goaldated and mutually reinforcing goals,
for the period, outlines strategies forWith supporting objectives:

achieving those goals, and discusses the

environment and other factors thatGoal

could affect their achievement. It also.l.0 conduct monetary policy toward the

_ad_dre_ss_es iss_ues Fhat cut across ag9eNf¥hievement of maximum sustainable
jurisdictional lines, identifies key quanti- long-term growth and stable prices
tative measures of performance, and dis-

cusses performance evaluation. The straaj L

tegic plan for the period 2000-05 isObjectives

being prepared; the mission, goals, and Stay abreast of recent developments
other elements of the plan will remain and prospects in the U.S. economy
essentially unchanged. and financial markets and in those-

In September 1998, the Board sent to abroad, so that monetary policy deci-
the Congress a performance plan for its sjons will be well informed

1998-99 budget.Except for the mone- «
tary policy function, the plan set forth

1. The act requires that a performance plan
be submitted for each fiscal year beginning with

Enhance our knowledge of the struc-
tural and behavioral relationships in
the macroeconomic and financial
markets, and improve the quality of
the data used to gauge economic

fiscal 1999. The Board budgets over a calendar
year, and its budget covers a two-year period. The
budget for 2000-01 was approved in September
1999. The performance plan for the 2000-01 bud
get is being prepared for publication in the seconanance plan for the 1998-99 budget is being pre-
half of 2000. A report on the results of the perfor-pared for release at about the same time.

performance, through developmental
research activities
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e Implement monetary policy effec- ¢
tively in rapidly changing economic
circumstances and in an evolving
financial market structure

e Contribute to the development of U.S.
international policies and procedures,
in cooperation with the Department of
the Treasury and other agencies .

e Promote understanding of Federal
Reserve policy among other govern-
ment policy officials and the general
public.

Goal
To promote a safe, sound, competitive,

Promote sound banking and effective
supervisory practices among devel-
oped and emerging countries through
ongoing coordination with interna-
tional supervisory bodies and through
training programs for international
supervisors and bankers

Heighten the positive effect of market
discipline on banking organizations by
encouraging improved disclosures,
accounting standards, risk measure-
ment, and overall market transparency
Harness benefits of technology in car-
rying out responsibilities to improve
supervisory efficiency and to reduce
burden on banking organizations

and accessible banking system anel Maintain an understanding of the

stable financial markets through
supervision and regulation of the na-
tion’s banking and financial systems,
through its function as the lender of last
resort, and through effective implemen-
tation of statutes designed to inform and
protect the consumer

Objectives

e Maintain ability and capacity as a
bank supervisor and central bank te
ensure that emerging financial threats
can be identified early and success-
fully resolved

* Provide comprehensive and effective
supervision of U.S. banks, bank hold-
ing companies, U.S. operations of
foreign banking organizations, and
related entities by focusing super-

effect of financial innovation and tech-
nology (for example, new powers and
products, new risk management and
measurement methodologies, and
electronic banking) on the operations
and risk profile of banking organiza-
tions and the payment system; ensure
that supervisory programs accommo-
date prudent advances that benefit
consumers and businesses or improve
risk management

Remove unnecessary banking restric-
tions, consistent with safety and
soundness. Refine or eliminate unnec-
essary or ineffective policies, pro-
cedures, regulations, or restrictions
to ensure that reforms are effec-
tively implemented, consistent with
safety and soundness of banking
organizations

visory efforts and resources on areas Assure fair access to financial services

of highest risk to individual organi-

zations and the financial system as a enforcement of the Equal

whole, and by developing effective
regulations to promote a safe and
sound banking environment

e Promote sound practices for manag-
ing risk at banking organizations in
order to provide for strong internal e
controls, active boards of directors,

for all Americans through vigorous
Credit
Opportunity, Fair Housing, Commu-
nity Reinvestment, and Home Mort-
gage Disclosure Acts and by encour-
aging state member bank involvement
in community development activities

Administer and ensure compliance
with consumer protection statutes

and senior management oversight and relating to consumer financial transac-

accountability

tions (such as the Truth in Lending,
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Truth in Savings, Consumer Leasingjower costs. As required by the Govern-
and Electronic Fund Transfer Acts) toment Performance and Results Act and
carry out congressional intent, strikingin conformance with past practice, the
the proper balance between protectioBoard has worked closely with other
of consumers and regulatory burderiederal agencies to consider plans and
to the industry. strategies for programs, such as bank
* Implement appropriate rules, regulasupervision, that cross jurisdictional
tions, and policies to comply with the lines. In particular, coordination with the
Gramm-Leach-Bliley Act, which was Department of the Treasury and other
enacted in November 1999. agencies is evident throughout both the
strategic and performance plans.
Much of the Board’s formal effort to
Goal plan jointly has been made through the
. . - Federal Financial Institutions Examina-
To foster the integrity, efficiency, andiion council (FFIEC), a group made up

accessibility of U.S. dollar payment andys e five federal agencies that regulate
settlement systems, issue currency, angenository institutions. In addition, a

act as the fiscal agent and depository qlyodinating committee of the chief
the U.S. government financial officers of the five agencies has
been created to address and report on
o strategic planning issues of mutual con-
Objectives cern. This working group has been

« Provide Federal Reserve Bank pricedn€eting since June 1997 and has estab-
payment services that maintain andlshgd four subgroups to focus on exam-
improve the efficiency and integrity of inations, outreach, performance plan-
the U.S. dollar payment mechanism Ning, and planning/budget linkage.

« Meet public demand for U.S. currency'hese and similar planning efforts can
in the United States and abroad, worlignificantly lower data processing and
with Treasury to implement effective Other costs for the government and the
counterfeit-deterrence and detectioi§0Sts for depository institutions of com-
features in U.S. currency, and providePliance with federal regulations. =
for the smooth introduction of new-
design currency

 Provide efficient and effective fiscal 2. The FFIEC member agencies are the Board
agency and depository services orf Governors, the Federal Deposit Insurance Cor-

behalf of Treasurv and other OVem_poration, the National Credit Union Administra-
ment agencies y 9 tion, the Office of the Comptroller of the Cur-

. rency, and the Office of Thrift Supervision. It was
+ Study and monitor U.S. dollar pay-established in 1979 pursuant to title X of the
ment, clearing, and settlement sysfinancial Institutions Regulatory and Interest

tems and the risk issues pertaining tdrate Control Act of 1978. The FFIEC is a formal

o interagency body empowered to prescribe uniform
these systems to facilitate sound pc)lprinciples, standards, and report forms for the

icy decisions that foster the integritytegeral examination of financial institutions and to
of the nation’s payment systems. make recommendations to promote uniformity
in the supervision of financial institutions. The
FFIEC also provides uniform examiner training
. . and has taken a lead in developing standardized
Interagency Coordination software needed for major data collection pro-
. . rams to support the requirements of the Home
Interagency _co_ordmatlon helps fOcuﬁqllortgage Disclosure Act and the Community
efforts to eliminate redundancy andreinvestment Act.
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Federal Legislative Developments

The following federal legislation en- trol a subsidiary engaged in activities
acted during 1999 significantly affectsthat the parent bank is not allowed to
the Federal Reserve System and theonduct directly. It also makes other
institutions it supervises: the Gramm-revisions to the BHC Act and other fed-
Leach-Bliley Act; the Federal Reserveeral banking laws.

Retirement Portability Act; the consoli-

dated appropriation for fiscal year 20003'Fxpand ed Activities for

and an amendment to the Feder inancial Holding Companies

Reserve Act to broaden the range o
discount window loans. Title | repeals the provisions of the
Glass—Steagall Act and the BHC Act
: that restricted the affiliation of bank
Gramm-Leach-Bliley Act holding companies with securities firms
The Gramm-Leach-Bliley Act (GLB and insurance companies and agents. It
Act), Public Law 106-102, enacted onalso authorizes bank holding companies
November 12, 1999, amends the Bankhat qualify as financial holding com-
Holding Company Act of 1956 (BHC panies (FHCs) to engage in, or affiliate
Act), the Federal Reserve Act, and othewith companies engaged in, a wide array
federal banking laws. It allows banks toof financial activities, including securi-
affiliate with securities broker—dealersties underwriting and dealing; insurance
insurance companies and agents, arafjency and underwriting activities; mer-
other entities engaged in a wide range ofhant banking activities; and any other
financial activities and establishes a pruactivity that the Federal Reserve Board,
dential framework for the supervision ofin conjunction with the Secretary of the
holding companies engaged in bankingreasury, determines to be financial in
and other financial activities. The fol-nature or incidental to financial activi-
lowing sections summarize the GLBties. FHCs may also engage in non-
Act’s seven titles and describe the porfinancial activities that the Board deter-
tions that bear significantly on the Fed-mines are complementary to a financial
eral Reserve System and the institutionactivity and do not pose a substantial

it supervises. risk to the safety or soundness of deposi-
tory institutions or the financial system
Title | generally.

To become an FHC, a bank holding
Title |1 revises the BHC Act to expand company must file a declaration with the
the ability of qualifying bank holding Board certifying that all of its deposi-

companies to engage in, or affiliate withtory institution subsidiaries are well
companies engaged in, financial activimanaged and well capitalized. Title |
ties; establishes a prudential frameworlprovides that a bank holding company’s
for the Board’'s supervision of bankcertification is not effective if any

holding companies and their subsidi-of the company’s insured depository
aries; and establishes the conditionsstitution subsidiaries received less
under which an insured bank may conthan a “satisfactory” rating at its most
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recent examination under the Commutheir subsidiaries, between depository
nity Reinvestment Act of 1977. It alsoinstitutions and their holding company
requires that the Board establish compaaffiliates, and between the U.S. branches,
rable capital and managerial standardagencies, and commercial lending sub-
for foreign banks that seek to becomesidiaries of foreign banks and their U.S.
an FHC. affiliates.

Umbrella Supervision and Financial Subsidiaries of Banks

Functional Regulation Title | establishes the criteria under

Title | preserves the Board’s role as thevhich a national bank may own or con-
umbrella supervisor for all bank holdingtrol a subsidiary engaged in activities
companies, including FHCs, and thethat national banks are not allowed to
Board’s ability to establish consolidatedconduct directly (a “financial subsidi-
capital requirements for bank holdingary”) and establishes prudential require-
companies and to obtain reports fronments for national banks that have
and examine any bank holding companyinancial subsidiaries. A financial sub-
or subsidiary. In exercising its super-sidiary does not include a subsidiary
visory authority, the Board must rely,that national banks are expressly autho-
to the fullest extent possible, on pub-+ized by federal law (other than the GLB
licly available information, externally Act) to own or control, such as an Edge
audited financial statements, and reportsr agreement subsidiary controlled pur-
that a bank holding company or subsidisuant to sections 25 or 25A of the Fed-
ary is required to provide to other supereral Reserve Act.
visory authorities. In addition, the Board Title | provides that financial sub-
must focus its examination efforts, tosidiaries of national banks may engage
the maximum extent possible, on banlonly in those activities that are deter-
holding companies and on those of thenined to be financial in nature (or inci-
companies’ subsidiaries that may have dental to such activities) and other
materially adverse effect on an affiliatedactivities permissible for national banks
depository institution. to conduct directly. They are prohibited
To reduce unnecessary regulatoryrom engaging as principal in underwrit-
burden and enhance functional regulaing insurance (other than credit-related
tion, Title | places certain additional insurance); providing or issuing annu-
limits on the Board’s ability to obtain ities; real estate investment or develop-
reports from, examine, establish capitament activities (unless expressly autho-
requirements for, require a capital transrized by law); and merchant banking
fer from, or take enforcement actionactivities. The Board and the Secretary
against a “functionally regulated subsid-of the Treasury may jointly remove the
iary” of a bank holding company. The restrictions on the conduct of merchant
GLB Act places similar limits on the banking activities by financial subsidi-
supervisory authority of the other fed-aries, but no earlier than five years after
eral banking agencies with respect to ¢he date of enactment of the GLB Act.
functionally regulated subsidiary of an Insured state banks may own or con-
insured depository institution. trol a subsidiary that engages as princi-
Title | authorizes the Board to adoptpal in activities that national banks may
rules governing relationships and transeonduct only through a financial subsid-
actions between state member banks anary (for example, securities underwrit-
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ing and dealing) only if the state bankbanks engaged in traditional bank secu-

complies with many of the same requirerities activities. Under Title I, a bank

ments applicable to national banks thatay avoid registering as a broker or

have a financial subsidiary. dealer with the SEC only if it limits its
securities activities to those specifically
exempted by the GLB Act.

Derivatives Transactions and The Speciﬁc exemptions would,

Intra-Day Credit under Section 23A  among other things, allow banks to do

Title | amends section 23A of the Fed-the following subject to restrictions

eral Reserve Act to require that thesPecified in the GLB Act: effect securi-

Board promulgate rules to address ag'es transactions in connection with their

scovered transactions” (1) the credit trust, custody, and safekeeping opera-

exposure arising from derivatives transtiOnS; Privately place securities; pur-
actions between banks and their affili.chase and sell traditional banking pro-
ucts, such as certificates of deposit,

ates and (2) intra-day extensions oF oo .
credit by banks to their affiliates. oan participations, and interest rate,
currency, credit and equity swaps; and

broker securities in up to 500 trans-
actions per year that are not otherwise
Title Il exempt.
. . Title 1l also allows banks to offer and
Title Il addresses the regulation ofge “\ithout registering as a broker or
the securities, investment adV'Soryf;jealer, any financial product developed

gndkinves(;[ment _comphany activities ofiy he fytyre unless the SEC determines,
anks and requires the Securities anl o ,0h 4 formal rulemaking process,

Exchange Commission (SEC) to consulfya¢ the new product is a security and
with the appropriate federal bankinG,a; the registration of banks selling
agency before taking any action withg,ch products is in the public interest
respect to the loan loss reserves of agnq necessary or appropriate to protect
insured depository institution ‘or thejnesiors. In making this determination,

holding company of an insured deposiy,e SEC s required to consider the

tory institution. It also permits cOmpa- yies of the Board and the regulation of

nies that control a registered broker+,e proqyct under the federal banking
dealer (but do not control an insure

daws. The Board may challenge a deter-

depository institution other than limited- 0 4tion by the SEC on a newly devel-
purpose institutions) to voluntarily eIectoped product area in federal court.
to be supervised by the SEC on a con-

solidated basis and establishes the

framework for SEC supervision. Consultation Concerning
Loan Loss Reserves

Title Il requires the SEC to consult

with the appropriate federal banking
Title Il amends the Securities Exchangeagency before taking any action or ren-
Act of 1934, effective in May 2001, to dering an opinion on the manner in
repeal the blanket exemption for banksvhich an insured depository institution

from the definitions of “broker” and or a depository institution holding com-

“dealer.” It replaces those exemptionspany reports its loan loss reserves in its
with a set of specific exemptions forfinancial statements.

Bank Securities Activities
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Title 1 tection regulations governing the retail
Title Il addresses insurance-relate ale of insurance products by, or on the
I‘f)remises of, insured depository institu-

issues, includir]g the ?bi“Fy of nation_a tions and their subsidiaries. The regula-
banks (and their subsidiaries) to providg;q ¢ st prohibit the illegal tying of

insurance as principal and the regulap, 34 insurance products; require
tion of the retail sale of insurance prod- ertain disclosures; prohibit misleading

ucts by, or on the premises of, insure P ; -
depository institutions. It also addresseaidvertlsmg' require, o the extent practi

; ; able, the separation of insurance sales
the circumstances under which a mutu

insurance comoany mav chande its sta nd deposit-taking activities; and estab-
i mpany may 9 'ﬁ?sh a process for receiving and process-
of incorporation for the purpose of reor-

ing consumer complaints alleging a vio-

ganizing into a stock insurer Contm”edlation of the regulations.

by a mutual holding company. In addi-
tion, Title Ill authorizes the creation of
a new self-regulatory organization—theTitle IV

National Association of Reg|stere(.j.|.itle IV amends the Home Owners’

Agents and Brokers—to establish uniy ;o Aot g close the unitary thrift loop-
form criteria for the qualification, train- hole. which allowed commercial firms
Ing, and C(t)nt'mé'%g (le(ducatlon of INSUt, control a federally insured savings
ance agents and brokers. association. It prohibits any company
- o that acquired control of a savings asso-
Insurance Underwriting Activities ciation after May 4, 1999, from engag-
of National Banks ing in commercial activities. Compan-

Title 1Il generally prohibits national i€s that controlled only a single savings
banks and their subsidiaries from under@ssociation before May 4, 1999 (or pur-
writing insurance and providing or issu-Suant to an appl!catlon filed befor.e that
ing annuities. National banks and theidate), may continue to engage in any
subsidiaries may continue to underwritdYP€ of financial or commercial activity.
only those types of insurance that na-

tional banks were permitted to under-Titje

write as of January 1, 1999. Title Ill _ ) i o
establishes a procedure for determining'tIe V requires that financial institu-
whether financial products first offeredtions (as defined in the GLB Act) dis-
after January 1, 1999, are banking proclose to their customers, at the time a
ducts that national banks may provideustomer relationship is established, the
as principal or are insurance productdstitution’s policies regarding the dis-
that they may not provide as principaI.C|03_Ure of cqr_1f|dent|al cu_stomer.mfor-
Special rules govern the ability of na-mation to affiliates and third parties. It
tional banks (and their subsidiaries) tg@lso generally prohibits a financial insti-

underwrite and sell title insurance. tution from disclosing any nonpublic
personal information about a consumer

to an unaffiliated third party unless the
institution informs the consumer that
such information may be shared with
Title 1ll amends the Federal Depositthird parties and allows the consumer
Insurance Act to require the federalto “opt out” of such sharing arrange-

banking agencies to issue (to the extenhents. In addition, Title V prohibits

they deem appropriate) consumer profinancial institutions from disclosing a

Consumer Protection Regulations
for Retail Insurance Sales
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customer’s account number or accessients made or actions taken pursuant to
code for a deposit, transaction, or credithe agreement. It exempts certain types
card account to unaffiliated third partiesof agreements from coverage as a CRA-
for use in marketing programs. related agreement, including individual

Title V also prohibits persons, with mortgage loans and agreements entered
certain exceptions, from obtaininginto by an insured depository institution
customer information from a financial (or affiliate) with an entity or person that
institution (as defined in the GLB has not commented or testified on the
Act), or from a customer of a finan- CRA or discussed or contacted the insti-
cial institution, through the use of false,tution or affiliate concerning the CRA.
fictitious, or fraudulent statements or

representations. Small Bank CRA Examination Cycle
Title VII establishes a four-year CRA
Title VI examination cycle for small insured

depository institutions ($250 million or

i-lr-:tlteh(;”o?ﬁaer?itzsat?or?ur&%?;b%frsﬂ?an%iaess in total assets) that received a “sat-
9 ' P, sfactory” rating at their most recent

powers of the Federal Home Loan Ban RA examination, and a five-year cycle

g?:'el‘n%)ss%sete?e' dFeor;Ie)l(-?(;nn?ée,L-Qaﬂr? ch{or small institutions that received an
outstanding” rating at their most recent

to permit insured depository InStItu'examination. However, the Board and

tions having less than $500 million in : ,
e other federal banking agencies may
assets to become a member of the FHL onduct a CRA examination of a small

System without satisfying the quali-. : L

; : insured depository institution at any
Ilrift g:;rtlfiolear;%?,\: ttﬁst'Fnglsgy;g]rin?;time for reasonable cause or in connec-
make long-term advances to insure(ﬁ!on with an application by the institu-

depository institutions having less than'o" to establish a deposit facility.

$500 million in assets for purposes of

funding small businesses, small farms’€deral Reserve CRA Study

and small agribusinesses. Title VII directs the Board to conduct
a comprehensive study of the Commu-
Title VII nity Reinves_,tment Act, focusing_ on_t_he
default, delinquency, and profitability
Title VIl makes a number of miscella- of loans made in conformity with that
neous amendments to the federal bankact. In conducting the study, the Board
ing laws and mandates a number ofmust consult with the chairmen of and

studies. ranking members of the House Commit-
tee on Banking and Financial Services
CRA Sunshine Provisions and the Senate Committee on Banking,

. . Housing, and Urban Affairs.
Title VII amends the Federal Deposit

Insurance Act to require that the parties\ 1\ Fee Disclosure

to certain agreements related to the

Community Reinvestment Act (CRA) Title VIl amends the Electronic Funds
disclose the agreement to the public andransfer Act to require that automatic
the appropriate federal banking agencyeller machine (ATM) operators impos-
and report annually to the appropriaténg an ATM surcharge prominently post
federal banking agency on any paya notice to that effect on or at the ATM
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and inform consumers (through anEmployees of the Federal Reserve Sys-
on-screen message or paper receipt) &¢m may transfer retirement credit for

the surcharge amount before the corthis service to the Federal Employees
sumer is irrevocably committed to com-Retirement System if they later work for

pleting the transaction. Issuers of ATMa federal government agency. The act
cards must also inform consumers at thalso allows employees transferring to
time a card is issued that a surchargthe Board from other federal agencies to

may be imposed by a third party. withdraw their funds from the Federal
Thrift Savings Plan and roll the funds
Plain Language Requirement over to the Board’s Thrift Plan.

Title VII requires that the federal bank- _ o
ing agencies use “plain language” in Consolidated Appropriation
drafting all proposed and final rules tofor Fiscal Year 2000

be published in th&ederal Register  the  consolidated Appropriation for
) Fiscal Year 2000, Public Law 106-168,

Audits of the Federal Reserve was enacted on December 12, 1999.

Banks and the Board A section of the act amends the Fed-

Title VIl amends the Federal Reservefral Reserve Act to require the Fed-
Act to require that the Board obtain anfral Reserve Banks to transfer
annual independent audit of the finan$3,752,000,000 from their surplus funds
cial statements of the Board and eackP the Board for transfer to the general
Federal Reserve Bank. fund of the Treasury. The amendment
authorizes the Board to determine the
amount that each Federal Reserve Bank
must pay in fiscal year 2000. It also
Title VII amends the Federal Reserveprohibits any Federal Reserve Bank
Act to allow the Board to release confi-from replenishing its surplus fund by the
dential supervisory information con-amount of any transfer it makes under
cerning any entity subject to examina-his section.
tion by the Board to any other federal or
state agency with supervisory authority
over the entity; any officer, director orACt to Amend the
receiver of the entity; and any otherFederal Reserve Act
person that the Board determines to b&n December 6, 1999, the President
proper. signed Public Law 106-122, which
amends the Federal Reserve Act to
expand the types of instruments a Fed-
E%?i?er?r! e%?SF?(;\r/t%bility Act eral Reserve Bank may tender as collat-
eral security to obtain Federal Reserve
On December 12, 1999, the Presidentotes. Under this amendment, accept-
signed the Federal Reserve Retiremerable forms of collateral are expanded to
Portability Act, Public Law 106-168, include loans made under section 10B
which amends the Federal Employe®fthe Federal Reserve Act. This amend-
Retirement System Act of 1986. Undement increases the Federal Reserve Sys-
the amendment, employees who worketem’s flexibility in providing discount
for the Board of Governors after 1988window credit while continuing to meet
and participated in the “Bank” Benefit its obligations to collateralize Federal
Structure of the Retirement Plan forReserve notes. .

Authorization to Release Reports
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Regulatory Simplification

In 1978 the Board of Governors estabThe act makes it unlawful for creditors
lished a program of regulatory review toto discriminate against applicants on the
help minimize the burden of regulationbasis of race, color, religion, national
on banking organizations. The objec-origin, marital status, sex, age, and other
tives of the program are to ensure thaspecified bases. The Board began the
all regulations, existing and proposedprocess of reviewing the regulation by
represent the best course of action; tessuing an advance notice of proposed
afford interested parties the opportunityrulemaking in March 1998; the pro-
to participate in the design of regula-posed revisions take into account com-
tions and to comment on them; and tanents received at that time.
ensure that regulations are written in The proposed revisions would remove
simple, clear language. Staff membershe general prohibition against creditors
regularly review Federal Reserve regunoting characteristics of applicants for
lations for their adherence to these obnonmortgage credit such as race, sex,
jectives and their consistency with theand national origin; they would not
Regulatory Flexibility Act, which also remove the prohibition against taking
requires that consideration be given tsuch information into account when
the economic consequences of reguleextending credit. Creditors that choose
tion on small business. In its reviewto collect such information would be
process, the Board also follows the manrequired to disclose that fact to appli-
dates of section 303 of the Riegle Comeants, and the proposal includes a model
munity Development and Regulatorydisclosure form. The revisions would
Improvement Act. require creditors to retain certain records
In 1999 the Board, as part of thisconcerning preapproved credit solicita-
review process, proposed revisions tdions and would lengthen from twelve
Regulation B. It also proposed revisiongo twenty-five months the record-
to several consumer protection regularetention period for most applications
tions to permit the electronic delivery offor business credit.
disclosures that are required to be given
in writing. In addition, it amended Regu-
lation A to establish a special lendingOther Regulatory Activity
program to accommodate liquidity
ggﬁg;durmg the century data changEIectronic Disclosure
In August the Board issued for comment
) o proposals that would permit financial
Comprehensive Revisions institutions and others to provide feder-
Proposed ally mandated disclosures to consumers
by electronic communication if the
; consumer consents. The proposals are
Regulation B modified from proposed rules (and an
In August the Board published proposednterim rule under Regulation E) issued
revisions to Regulation B, which imple-in March 1998. They would authorize
ments the Equal Credit Opportunity Act.the electronic delivery of disclosures
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that under Regulations B (Equal Credinecessary to receive and retain elec-
Opportunity), E (Electronic Fund Trans-tronic disclosures.
fers), M (Consumer Leasing), Z (Truth
in Lendlng), an_d DD_(Truth in Savings) Century Date Change
must be given in writing. ecial Liquidity Facilit
The proposals are an outgrowth ofSp q y y
the 1996 comprehensive review of Regin July the Board amended Regula-
ulation E, during which the Board deter-tion A (Extensions of Credit by Federal
mined that electronic communicationReserve Banks) to establish a special
of information required by federal lending program to be in effect from
laws governing financial services couldOctober 1, 1999, through April 7, 2000.
reduce compliance costs without adUnder the program, Federal Reserve
versely affecting consumer protections. Banks could extend credit at a rate
With some exceptions, before obtain150 basis points above the Federal
ing a consumer’'s consent, financialDpen Market Committee’s targeted fed-
institutions and others would have toeral funds rate to eligible depository
provide to the consumer—through ainstitutions to accommodate liquidity
standardized disclosure statement—heeds during the century date change
certain information about electronic dis-period.
closures, including what type of disclo- The special credit facility was de-
sures would be provided electronicallysigned to ensure that depository institu-
and how the consumer could receivéions would have adequate liquidity to
and retain the disclosures. meet any unusual demands during the
Electronic disclosures could be deliv-period around the century date change.
ered to a consumer’s e-mail address ohmong other things, it was intended to
made available at another location sucincrease institutions’ confidence in com-
as an institution’s web site. If an institu-mitting to supplying loans to other
tion chooses to make disclosures avaiffinancial institutions and businesses
able at a web site, it must notify a con-through the rollover period.
sumer when the information has been In setting the interest rate on the loans
posted. at 150 basis points above the federal
The proposals generally would re-funds rate target, the Board judged that
quire that when business is transacted ithe spread was high enough to ensure
person, as is typical for mortgage loarthat depository institutions would still
closings, automobile loans and lease$ave an incentive to seek funds in the
and door-to-door sales involving credit,private sector but low enough to provide
disclosures be made on paper. Mosh reasonable backstop should strains
other disclosures could be deliveredlevelop in funding and credit markets.
electronically, if the institution provides The Board imposed no restrictions on
the disclosure statement about electronithe use and duration of the loans and
delivery and obtains both the consumapplied the same collateral requirements
er's consent and the consumer’s confiras those for regular discount window
mation that his or her computer equip{oans. .
ment meets the technical requirements
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